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SMSC's Real World Connectivity™ solutions connect people, machines and information. SMSC's Real World Connectivity™ solution

SMSC provides Real World Connectivity™

solutions tor a broad range of high-speed

)

communication and computing app:ications.
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SMSC delivers integrated hardware and software solutions to manage systems and connect peripherals. SMSC delivers integrated
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nect people, machines and information. SMSC’s Real World Connectivity™ solutions connect people, machines and information. S

About the Company SMSC provides Real World Connectivity™ solutions
for a broad range of high-speed communication and computing applications.

Leveraging a broad intellectual property portfolio and an extensive history in

the design of the world’s most preferred Advanced Input/Output products,

SMSC delivers integrated hardware and software solutions to manage systems and
connect peripherals in today’s rapidly evolving computing architectures. SMSC
works with industry-leading OEM’s to combine advanced digital, mixed-signal
and analog functionality into Application Specific Standard Products.

The Company’s Embedded Products connect people, machines and information.
SMSC delivers integrated Ethernet and USB 2.0 solutions, along with a diverse
range of other products, for network printers, set-top boxes, home gateway

products, car navigation systems, cellular base stations, USB peripherals and more.

Closing Stock Price
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To My Fellow
Shareholders,

In calendar year 2001, the semiconductor
industry endured an unprecedented year-
to-year decline. Industry-wide revenues

dropped by more than 32%, and some segments will take more than two years to fully recover to 2000 levels.
SMSC has weathered the storm well and has emerged as a stronger company positioned for growth. SMSC's
fiscal 2002 achievements include increased market share, an expanded technology portfolio, entrance into
new markets, healthy gross margins, improved operating income, and, perhaps of most importance, prof-
itability. A solid performance, particularly in light of market conditions.

Market share gains and the addition of products serving new markets largely compensated for the poor
economic climate. Consolidated revenues declined only 2.5%, from $163.4 million to $159.3 million, exceeding
“Advanced I/C sales outpaced worldwide personal computer demand. Mariket share grew by 1-2% overall.”
general industry performance. Specifically, product sales declined 20.7% compared to the overall market
decline of over 32%. However, licensing revenues climbed significantly in fiscal 2002, due to the receipt of a

$29.6 million payment from Intel, largely offsetting the reduction of product revenue.

The increase in licensing revenue caused gross margins to climb from 40.9% to 49%. Excluding the
Intel payment, gross margins on revenues, which were down by a modest 2.5 percentage points, held up very
well given the lapse in market demand. Soft market conditions caused product obsolescence charges,
which accounted for this modest gross margin decline. Market pricing pressures were successfully offset by
aggressively expanding the features and value of our silicon solutions. Further, improvements in operating
efficiencies helped drive margins on product sales back up to 41% in the fourth quarter of fiscal 2002, and

we expect to maintain these robust levels in fiscal 2003.

The depth and duration of the recession, the deterioration of the PC chipset market, and the mounting

barriers to entry of that market necessitated that SMSC restructure its operations at the end of the third
quarter. SMSC exited the PC chipset business, resized its operations, and redirected resources toward its core
businesses. This restructuring helped improve fourth quarter operating income by approximately $4 million
compared to the fourth quarter of the previous fiscal year on similar revenues. SMSC's breakeven point is

now about $33 million per quarter compared to over $40 million previously, even though R&D expenditures




supporting our core businesses have grown by over 50%. Qperating income for fiscal 2002 grew to $6.4 miltion
from a loss of $1.2 million in the prior year.

Despite the worst downturn in semicond@ctor industry history, cash flow was positive even after adjusting
for nonrecurring events such as the large licensing payment and stock buybacks. Further, SMSC maintains an
exceptionally strong and conservative balance sheet. Cash and short-term investments climbed to $126.7 million.
Inventories dropped by 45% during the year, and the Company has no debt.

SMSC is organized into two core businesses: Advanced Input/Qutput (/O) and Embedded Products.
Through our Advanced I/O business, we work with industry-leading manufacturers to combine advanced digital,
mixed-signal, and analog functionality into Application Specific Standard Products. Qur Embedded Products
business provides a wide range of standard connectivity solutions, such as Ethernet and Universal Serial Bus
(USB) 2.0, serving a diverse range of end markets.

Advanced 1/0 sales outpaced worldwide personal computer demand. Market share grew by 1-2% overall,
and new market segments were successfully entered. Accelerated product development investment facilitated
rapid product line expansion. Specifically, SMSC announced several new product families including environmental
monitoring and control, solutions for mobile peripherals (e.g., docking stations, port replicators and cradles),
microcontrollers for keyboards, and system controllers tailored for the channel or white box market.

Sizeable design wins have already been secured in all four new product families. SMSC also won a series
of very large desktop platforms with a large computer maker. That win, which began to produce revenue in
the third quarter of fiscal 2002, is anticipated to represent an incremental $20 million per year of revenues at
full volume. Together, these achievements are expected to further boost market share, and our Advanced l{e]
business should grow at a rate greater than that of the PC industry in fiscal 2003.

Fiscal 2002 was particularly tough for Embedded Products as market demand fell precipitously at the
beginning of the fiscal year and did not hit bottom until the fourth quarter. Embedded revenues declined
nearly 45% in fiscal 2002 compared to the previous year and were slightly less than 25% of total fiscal 2002
product revenues.

Nevertheless, several significant new products were released in fiscal 2002, and their positive market reception

has positioned this business for a healthy rebound in fiscal 2003. Of particular note is the introduction of our
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LANS1C111 chip, which was introduced early in the year. The LAN91C111 is a fully-integrated 10/100 non-PCI
MAC+PHY, which has found success in applications such as printers, set top boxes, routers, modems and other
networked peripherals. This product has already captured over 300 design wins, most of which are expected to
start ramping in fiscal 2003. The incessant drive to network all forms of tools, appliances and peripherals has
escalated the growth rate of the underlying markets that our embedded networking products serve.

In addition, at the end of fiscal 2002, SMSC announced its entry into the USB 2.0 market with the introduction
of its first two products for that market, the USB97C201 True Speed ATA/ATAPI/CF Bridge Controller for
external disk drives and the USBS7C210 Memory Card Controller for USB memory card readers. USB 2.0 is
forty times faster than the prior USB 1.1 generation products and is backward compatible. Proliferation of this
technology is anticipated to be very fast due to its compelling performance advantages, and SMSC expects to
be an important player in this new market.

In closing, SMSC strengthened its leadership position during the recession of the past fifteen months. We
have lowered our breakeven point, gained market share, broadened our product portfolio and expanded into
new markets in both our Advanced I/Q and Embedded Products businesses. Our balance sheet has never
been stronger, and when the inevitable economic rebound occurs, we are poised to outperform the markets
in which we compete. We are excited about our prospects for fiscal 2003 and thank all our shareholders,

employees, and other stakeholders for their continued support.

April 12, 2002

Sincerely,

St B

Steven J. Bilodeau
Chairman of the Board, President and Chief Executive Officer




Expanding Market Opportunities

Leveraging a vast intellectual property portfolio

and an extensive history in semiconductor design,

y* Soluiions Real Wogld Connectivity ™ Solutie

SMSC has grown its leadership franchise on the

basis of its ability to innovate. As a premier world- g

Deslgn Flexibiiity, Efficlency
wide supplier of Real World Connectivity™ solutions

for a broad range of high-speed communication and

computing applications, SMSC offers customized

Real World Conmn

products that provide its customers design flexibility,
market and the white box market. In addition, the
efficiency and differentiation.
Company maintained its even stronger position in
During fiscal 2002, SMSC achieved some sig-
the notebock market. Further, SMSC is receiving
nificant milestones as 1t aligned the Company to
very favorabie customer response to a diverse
better pursue several attractive growth initiatives.
group of new products, attesting to the success of
With a renewed focus on the Company’s core
a strategy aimed at growth through integration.
strengths in Advanced Input/Output (I/0) and
SMSC believes it has greatly enhanced its ability to
Embedded solutions, SMSC s bullding on the suc-
pursue the significant growth opportunities that
cess of its incumbent market share posttion. Despite
exist in a wide range of end markets. its accomplish-
the unprecedented semiconductor economic reces-
ments validate the importance of its mission and, as
sion, SMSC made progress in building share during
a result of extracting value from a strong brand,
the fiscal year, particularly in the branded desktop
global distribution and technological leadership,

these accomplishments demonstrate how SMSC
is bringing value to :ts shareholders,

customers and employees.
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Connecting People, Machines and Information

Today's need to be "connected” is fueling growth
in embedded connectivity solutions for products
ranging from printers to set-top boxes to small
office/lhome office networking equipment. SMSC’s
Embedded Products business serves this highly
diversified market of communication and connectivity
applications, and generally provides higher margins
than SMSC’s traditional Advanced 1/0 products. The
embedded market also serves as a means to lever-
age SMSC's Advanced I/0O product development.
Products developed for personal computing (PC)
architectures eventually migrate into many industrial

embedded applications.

USB97C210 Memory Card Controller for USB Memory Card Readers

Design activity in SMSC’s Embedded business
remained strong in fiscal 2002, despite the industry
downturn. As a result, SMSC introduced several
new products designed to drive growth over the

next several years.
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USB97C201 True Speed ATA/ATAPI/CF USB 2.0 Peripheral Controller for External Disk Drives

USB97C210 Memory Card Controller for USB Memory Card Readers

Of significance, SMSC introduced its LANS1C111
MAC+PHY, non-PCl Ethernet chip, which is receiv-
ing broad-based market acceptance, having already
won over 300 designs. It is expected to be a solid
contributor to Embedded sales growth as customers
ramp these designs into production. Ethernet
solutions serving markets such as set-top boxes,
routers and networking printers will continue to

contribute to growth in fiscal 2003. In more niche

LAN91C111 Non-PCl 10/100 Mbps Single Chip Ethernet MAC+PHY Controller LAN91C111 Non-PCI 10/100 Mbps Single Chip Ethernet




A March 2002 report from In-Stat/MDR
stated that USR 2.0 Is poised to far surpass
the first generation USB standard, experiencing

an approximate 220% CAGR over the

next four years.

networking applications, solutions designed for mar-
kets such as car navigation systems and ceflular base

stations are also expected to provide high-margin

revenue growth in the Embedded business in the
coming year.

Also generating a great deal of market excite-
ment is the rapidly advancing USB 2.0 standard, for

USB97C210 Memory Card Controller for USB Memory Card Readers USB97C210 Memory Card Controiler for USB Memory Card Readers|

which SMSC has introduced its first two products
and has begun to ramp production. Going forward,
the Company will also unveil several additiona!l USB
2.0 solutions. According to industry estimates, USB
2.0, a protocol designed to be up 40 times faster
than its USB 1.1 predecessor, is expected to experi-
ence explosive growth over the next few years.
Specifically, a March 2002 report from In-Stat/MDR
stated that USB 2.0 is poised to far surpass the first
generation USB standard, experiencing an approxi-
mate 220% Compound Annual Growth Rate (CAGR)

over the next four years.
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Positioned to Outperform the Industry

;

SMSC is approaching the future with a focused
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strategy and optimistic long-term outlook. It has
aligned its businesses with dynamic markets and
the Company expects to leverage its expanding
technological capabilities to grow its market share.
Going forward, SMSC expects to drive growth as
it pursues a highly focused set of expansion initia-

tives, including:

Advanced 1/0 Products

* Continued success in market share design wins,
including a recent top tier PC customer win for
desktop applications

/

* Migration of existing customers from low-end note-
book devices to fuller featured high-end solutions

EMC6D100 & EMC6D101 Environmental Monitoring and Control IC's ./ vo . nat Fad Troy ZzlEl o e TAL0 G0 & EMCED 10T

* Expansion of products tailored for the high volume
white box or channel market

* Growth of mixed-signal content

* Development of environmental monitoring analog
solutions

* New product offering serving mobile peripherals

Embedded Products

* Capitalize on explosive growth expected in the USB
2.0 market through multiple new product offerings

* Significant growth resulting from the high attach
rate for broad-based Embedded Ethernet applications

* Expansion of after-market sales of the broader
Advanced /O family of devices with analog functionality

* Development of environmental monitoring solutions
tailored to the embedded marketplace

12

LPC47M192 Advanced I/0O Controller with Hardware Monitoring Capability LPC47M192 Advanced 1/0O Controlier with Hardware Monj
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Selected Financial Data
(in thousands, except per share data)

As of February 28 or 29,

and for the years then ended 2002 1 2001 2000 1999 1998
Operating Results
{Fiscal 1999 and 1998 presented
pro forma for change in
revenue recognition)
Product sales $128,528 $162,008 $151,371 $150,294 $142,206
Licensing revenues 30,770 1,420 1,876 1,474 2,046
Total revenues 159,298 163,428 153,247 151,768 144,252
Gross profit 78,034 66,768 59,363 54,623 39,460
As a percentage of revenues 49% 41% 39% 36% 27%
‘Research and development 31,178 32,580 24,365 17,437 14,298
As a percentage of revenues 20% 20% 16% 1% 10%
Selling, general and administrative 32,744 35,369 32,993 30,469 30,645
As a percentage of revenues 21% 22% 22% 20% 21%
Restructuring costs 7,734 f - — — —
As a percentage of revenues 5% — — — —
Operating income (loss) 6,378 (1,181) 2,005 5,163 (5,483)
As a percentage of revenues 4% -1% 1% 3% —4%
Income (loss) from continuing
operations 7,475 22,164 3,442 5,186 (4,255)
As a percentage of revenues 5% 14% 2% 3% ~-3%
Net income (loss) 5,911 26,929 7,593 (13,362) (22,0771)
As a percentage of revenues 4% 16% 5% -9% ~15%
Diluted net income (loss)
per share
Income (loss) from continuing
operations $ 044 $  1.29 $ 022 $ 032 $ (0.27)
Net income (loss) 0.35 1.57 0.48 (0.85) (1.42)




As of February 28 or 29,
and for the years then ended 2002 _1 2001 2000 1999 1998

Operating Results [
(Fiscal 1999 and 1998 presented
as previously reported)

Product Sales $128,528 $162,008 $151,371 $154,352 $146,280
Licensing revenues 30,770 1,420 1,876 1,474 2,046
Total Revenues 159,298 163,428 153,247 155,826 148,326
Gross profit 78,034 66,768 59,363 55,980 44,463
Research and development 31,178 32,580 24,365 17,437 14,298
Selling, general and

administrative 32,744 35,369 32,993 30,550 30,726
Restructuring costs 7,734 — — — —
Operating income (loss) 6,378 (1,181) 2,005 6,439 (561)
Income (loss) from continuing

operations $ 7475 $ 22,164 $ 3,442 $ 6,003 " $ (1,105)
Net loss from discontinued

operations (1,564) — — (5,255) (18,846)

Gain (loss) on sales of
discontinued operations,
net of taxes — 4,765 4,151 (13,293) 1,030

Cumulative effect of change
in accounting principle,

net of taxes — — (2,924) — —
Net income (loss) $ 5911 $ 26,929 $ 4,669 $ (12,545) $(18,921)
Diluted net income (loss)
per share
Income (loss) from continuing
operations $ 044 $ 129 $ 022 $ 0.38 $ (0.07)
Net income (loss) 0.35 1.57 0.29 (0.79) (1.22)

Diluted weighted average
common shares outstanding 16,900 17,165 15,915 15,824 15,519

Balance Sheet and Other Data
Cash and short-term investments  $126,660 $109,174 $ 75,405 $ 70,071 $ 55,758

Working capital 154,981 146,382 111,016 98,342 83,784
Capital expenditures 4,488 14,600 10,503 10,847 3,854
Depreciation and amortization 11,614 11,792 9,988 10,544 11,328
Total assets 236,063 239,098 258,508 198,657 210,049
Long-term obligations 6,973 5,812 22,151 7,816 7,297
Shareholders’ equity 193,453 194,315 201,792 158,434 172,377
Book value per common share 12.14 12.08 12.80 10.21 10.82

—
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Management's Discussion and Analysis of Financial Condition

and Results of Operations

The following discussion shduld be read in
conjunction with the Company's Consolidated
Financial Statements and footnotes thereto con-
tained in this report.

Overview

Description of Business

Standard Microsystems Corporation (the Company
or SMSC) is a designer and worldwide supplier of
advanced digital and analog Input/ Output (VO) sys-
tem and connectivity solutions for a broad range of
communications and computing applications in the
areas of Advanced I/0, Connectivity, Local Area
Networking and Embedded Control Systems. The
Company is a fabless semiconductor supplier whose
products are manufactured by third party world-class
semiconductor foundries and assemblers. To insure
the highest quality, the Company conducts a signifi-
cant portion of its final testing requirements in the
Company's own state-of-the-art testing operation.

The Company is prominent as the world’s leading
supplier of Advanced Input/Output (//0) integrated
circuits for desktop and mobile personal computers.
Advanced /O circuits contain a variety of individual
functions and unigue YO controllers delivered in a sin-
gle package, including floppy disk contral, keyboard
control and BIOS, parallel and serial port control,
and often flash memory, infrared communications
support, a real-time clock, system management and
power management.

The Company serves the USB connectivity market
with its family of connectivity products, which pro-
vide solutions using both USB 1.1 and USB 2.0 tech-
nologies. Embedded Networking products are
designed to serve a variety of machine-to-machine
communications applications, such as set-top boxes,
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home gateway products, printers and wireless com-
munication interfaces.

The Company’s headquarters are in Hauppauge,
New York, and SMSC operates design and valida-
tion centers in New York, Austin, Texas and San
Jose, California, and has sales offices in the United
States, Europe and Talwan. The Company conducts
most of its business in the Japanese market through
its majority-owned subsidiary, SMSC Japan.

Customers and Product Life Cycles

Standard Microsystems Corporation sells its prod-
ucts to a worldwide customer base, which includes
most of the world’s leading personal computer and
personal computer motherboard manufacturers.
The Company’s Advanced I/O circuits reside on the
motherboards of personal computer products sold by
Compagq, Dell, Fujitsu, Gateway, Hewlett-Packard,
IBM, Intel, NEC, Sony, Toshiba and most other leading
manufacturers. The Company also sells its products
through electronics distributors, who provide value-
added access to a broad base of smaller personal
computer suppliers, as well as to many customers
who use the Company’s products in diverse embedded
systems, networking and connectivity applications.

While the demand for the Company’s products is
primarily driven by the worldwide demand for per-
sonal computers, peripheral devices, and embedded
systems applications sold by U.S.-based suppliers, a
significant portion of the Company’s products are sold
to manufacturing subcontractors of those U.S.-based
suppliers, located in Asia and the Pacific Rim. The
majority of the world's personal computer, personal
computer motherboard and other high technology
manufacturing activity occurs in that region.

From time to time, several key customers can
account for a significant portion of the Company's
revenues. During fiscal 2002, 2001 and 2000, the




Company had two customers whose purchases rep-
resented a significant portion of the Company’s rev-
enues in certain fiscal years. Revenues from one
customer represented 29.0% in fiscal 2002, and
11.2% in fiscal 2001, of the Company's revenues
for those respective fiscal years. Revenue from a
second customer represented 15.2% in fiscal 2002,
and 14.5% in fiscal 2000, of the Company’s revenues
for those respective fiscal years. No other customer
represented more than 10% of the Company’s
revenues in those fiscal years. The Company expects
that its key customers will continue to account for a
significant portion of its revenues in fiscal 2003 and
for the foreseeable future.

The evaluation, testing and design-in of the
Company’s products by customers typically lasts sev-
eral months or more, with an additional three to
nine months or more before a customer typically
commences volume production of equipment incor-
porating the products. In light of the recent signifi-
cant economic slowdown in the technology sector,
it may take longer than three to nine months before
customers commence volume production of equip-
ment incorporating the Company’s products. Due to
this cycle, the Company can experience significant
delays between incurring expenses for research
and development, marketing, selling, administrative
efforts, and investments in inventory, and the corre-
sponding generation of revenue, if any. As is typical
in the semiconductor industry, the Company’s rate
of new orders can vary significantly from menth to
month. If anticipated revenues in any quarter do not
occur as expected, expenses and inventory levels
could be disproportionately high, and the Company’s
results of operations for that quarter, and potentially
for future quarters, could be adversely impacted.
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Gross Profit
The Company's gross profit has been impacted in
the past, and may continue to be impacted in the
future, by various factors, including:
o Product mix
° Position of products in their respective life cycles
> Competitive pricing strategies
> Manufacturing efficiencies and inefficiencies
» Semiconductor foundry manufacturing capacity
Advanced VO products typically have short pro-
duction life cycles, are sold in high volume, and
generally produce lower gross margins than prod-
ucts for networking and embedded systems applica-
tions, which typically have longer production life
cycles and are shipped in lower unit volumes. In
addition, newly-introduced products generally com-
mand higher average selling prices and gross mar-
gins, both of which typically decline over product
life cycles, due to competitive pressures and other
factors. In order to offset declines in average selling
prices, the Company continually works to add addi-
tional functionality and value to its products, and to
reduce the costs of its products, through product
and manufacturing design changes, yield improve-
ments, manufacturing efficiencies and lower costs
negotiated with subcontract manufacturers.

Business Restructuring

In November 2001, the Company's Board of
Directors approved management’s plan to exit
the PC chipset business, redirect the Company’s
resources, and increase its focus on leveraging its
core technologies toward higher growth, higher
margin businesses. As a result, the Company dis-
continued further investments in PC chipset devel-
opment activities. This restructuring was announced
on December 3, 2001.




Management’s Discussion and Analysis of Financial Condition
and Results of Operations (continued)

The decision to exit this business was based upon
an assessment of the PC chipset marketplace, and
management’s conclusions that the opportunities
for profitability in this marketplace had declined,
and the costs of entry had increased, to a point
where further investments in PC chipset technology
were not justified. In addition to the changing mar-
ket prospects for PC chipset products, the current,
unprecedented semiconductor market downturn
had prevented the Company from producing profits
while continuing its significant investment in PC
chipset products.

As a result of this restructuring, the Company
recorded a.charge of $9.0 million in fiscal 2002, of
which $7.7 million is classified within operating
expenses and $1.3 million is classified within cost of
goods sold on the Consolidated Statements of Oper-
ations. The restructuring charge included $5.3 million
for impairments in asset values, $1.3 million for
excess and obsolete inventory, $1.9 million for long-
term, non-cancelable lease obligations, $0.3 million
for a workforce reduction of 55 people, and $0.2 mil-
lion in other costs.

The Company completed its restructuring pro-
gram during the fourth quarter of fiscal 2002.
Substantially all of the $0.3 million in cash payments
related to the workforce reduction were made in
that period. Payments related to the non-cancelable
lease obligations will be paid over their respective
terms, through August 2008. Substantially all of the
remaining restructuring costs were non-cash.

By virtue of this restructuring, the Company has
redeployed certain resources previously devoted to
chipset marketing and development programs back
to its core technologies in high-speed communica-
tions and computing applications. The restructuring
also reduced the Company's annual operating
expenses by approximately $7 million, but had
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minimal impact on current product sales, as the
Company had yet to achieve significant product
sales of PC chipset products.

Results of Operations

Revenues

The Company’s revenues for fiscal 2002 were
$159.3 million, including $128.5 million of product
sales and $30.8 million of licensing revenues, com-
pared to fiscal 2001 revenues of $163.4 million,
which included $162.0 million of product sales and
$1.4 million of licensing revenues. Fiscal 2000 rev-
enues were $153.2 million, including $151.4 million
in product sales and $1.9 million in licensing revenues.

Licensing revenues in fiscal 2002 include a $29.6
million payment received from intel Corporation in
the third fiscal quarter, more details regarding which
appear within the section of this discussion titled
Technology and Patent License Agreements with
Intel Corporation. The decline in product revenue in
fiscal 2002, as compared 1o fiscal 2001, resulted pri-
marily from a decrease in unit volumes, reflecting
the continued unfavorable economic conditions in
the semiconductor industry. Many of the Company's
customers faced slowing demand for their products
and needed to work down significant inventory bal-
ances throughout fiscal 2002. Despite this ongoing
economic slowdown in the technology sector, the
Company's 21% decline in product sales in fiscal
2002 was lower than the 30%-35% calendar 2001
revenue decline experienced by the overall semicon-
ductor industry, as estimated by most market
research sources. The Company believes that it
gained market share in the Advanced I/ market in
fiscal 2002, on the strength of several key desktop
PC design wins.

Fiscal 2001 product sales increased by $10.6 million
as compared to fiscal 2000, due to increased unit




volume in fiscal 2001, partially offset by lower average
selling prices. During the latter part of fiscal 2000,
the Company assigned specific resources to increase
its focus on pursuing opportunities for its network-
ing, connectivity and embedded control systems
products. Revenues from these products increased
to approximately 33% of total revenues in fiscal
2001, compared to less than 25% in fiscal 2000.

Revenues from customers outside of North
America accounted for 73% of the Company’s rev-
enues in fiscal 2002, compared to 77% in fiscal
2001 and 79% in fiscal 2000. The Company
expects that international shipments, particularly to
the Asia and Pacific Rim region, will continue to rep-
resent a significant portion of its revenues.

Gross Profit

Gross profit for fiscal 2002 was $78.0 million, or
49.0% of revenues, compared to $66.8 million, or
40.9% of revenues reported for fiscal 2001. Gross
profit in fiscal 2000 was $59.4 million, or 38.7% of
revenues. Excluding the impact of the licensing pay-
ment received from intel Corporation and charges
associated with the Company’s fiscal 2002 restruc-
turing, the gross profit percentage in fiscal 2002
was 38.3% of revenues.

The decrease in gross profit percentage in fiscal
2002 to 38.3% of revenues, as adjusted, reflects
a decrease in unit shipments, which resulted in
lower fixed overhead absorption. The fiscal 2002
gross profit percentage was also adversely impacted
by a product mix shift away from embedded sys-
tems, networking, and connectivity products, which
traditionally contribute higher gross margins than
Advanced /0 products.

The increase in gross profit percentage in fiscal
2001, as compared to fiscal 2000, reflected higher
unit volumes, which enabled better utilization of
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fixed overhead, as well as improved semiconductor
test operation efficiencies and a shift in product mix
towards higher margined embedded systems, net-
working and connectivity products.

Research and Development Expenses

The Company's research and development (R&D)
consists of circuit design, development and valida-
tion, product engineering, software development
and related support activities. The Company’s ongo-
ing commitment to research and development is
essential to maintaining product leadership in exist-
ing product lines and to providing innovative prod-
uct offerings, which, in turn, drive the Company's
opportunities for future growth.

Research and development expenses decreased
to $31.2 million in fiscal 2002, compared to $32.6
million in fiscal 2001. This decrease reflects the
impact of the Company’s November 2001 business
restructuring, which reduced annual R&D expenses
by approximately $5.0 million, including $2.9 mil-
lion in compensation and benefit costs. These cost
reductions impacted R&D expenses in the fourth
quarter of fiscal 2002.

Research and development spending in fiscal
2001 was $32.6 million, compared to $24.4 million
in fiscal 2000. This increase reflected increased
engineering staff, prototype costs and other devel-
opment costs driven primarily by the Company’s
then-accelerated investment in PC chipset develop-
ment programs during that period.

Selling, General and Administrative Expenses

Selling, general and administrative expenses were
$32.7 million, or approximately 21% of revenues, in
fiscal 2002, compared to $35.4 million, or approxi-
mately 22% of revenues in fiscal 2001, Fiscal 2000
selling, general and administrative expenses were
$33.0 million, or approximately 22% of revenuss.
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Contributing to the decrease in fiscal 2002, as com-
pared to fiscal 2001, were lower variable selling
expenses associated with reduced product sales in
fiscal 2002. In addition, the Company's November
2001 business restructuring reduced annual selling,
general and administrative expenses by approxi-
mately $0.9 million, which impacted expenses in the
fourth quarter of fiscal 2002. Cost containment
efforts in travel expenses and other administrative
costs, driven by the recent economic slowdown,
also contributed to the decline in fiscal 2002. Par-
tially offsetting these lower costs were a $0.3 million
litigation settlement in fiscal 2002, and $0.7 million
of non-recurring professional fees.

This increase in fiscal 2001 selling, general and
administrative expenses, as compared to fiscal
2000, reflected increased selling and marketing
costs associated with higher revenues in fiscal 2001.

Other income and Expense

Interest income of $3.5 million in fiscal 2002
declined from $5.5 million reported in fiscal 2001,
reflecting lower interest rates on short-term invest-
ments over this period. Interest income of $5.5 mil-
lion in fiscal 2001 was higher than $3.4 million
reported in fiscal 2000 due to higher average cash,
cash equivalents and short-term investment balances
available for investment in fiscal 2001, compared to
fiscal 2000.

Other income (expense), net, totaled $1.0 million
in fiscal 2002, including gains of $0.6 million real-
ized from the sale of two underutilized facilities and
gains of $1.1 million realized on sales of a portion
of an equity investment, partially offset by write-
downs of $0.7 million on two cost-basis invest-
ments in privately held companies. Management
concluded that these cost-basis investments had
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experienced permanent impairments in value and
recorded impairment charges to reduce their carry-
ing amounts to net realizable values.

In fiscal 2001, the Company realized significant
gains on the sale of a portion of its investment in
Singapore-based Chartered Semiconductor Manu-
facturing Ltd. (Chartered), as well as proceeds from
sales of call options covering a portion of its
Chartered stock heldings. During fiscal 2001, the
gains totaled $24.2 million, while proceeds from the
sales of call options were $2.2 million. The Company
also realized gains of $2.5 million on other equity
investment sales in fiscal 2001. In fiscal 2000, Other
income (expense), net of $0.3 million was provided
by gains realized on equity investment sales.

Income Taxes

Generally, the Company's income tax rate
includes the federal, state and foreign statutory tax
rates, the impact of certain permanent differences
between the book and tax accounting treatment of
certain expenses, the impact of tax-exempt income
and various tax credits.

The Company's effective income tax rate for fiscal
2002 was approximately 30%. By comparison, the
effective income tax rate was approximately 33% in
fiscal 2001 and 37% in fiscal 2000. The lower effec-
tive income tax rate for fiscal 2002 primarily reflects
an increased impact of tax-exempt income as com-
pared to fiscal 2001. The 33% effective income tax
rate for 2001 also reflects the impact of tax-exempt
income, but to a lesser extent than in fiscal 2002.
The effective income tax rate for fiscal 2000 was
adversely impacted by certain losses incurred in for-
eign tax jurisdictions for which no corresponding tax
benefit was recorded.




Discontinued Operations

In March 1999, the Company’s Board of Directors
approved a plan for the Company to divest its
Foundry Business Unit (FBU). This divestiture was
completed on June 1, 1999, with the Company selling
the assets of the FBU to privately held Inertia Optical
Technology Applications, Inc. (IOTA) of Newark,
New Jersey, in exchange for 38% of IOTA's out-
standing common stock. The combined businesses
have since operated as Standard MEMS, Inc. (SMI}.

in fiscal 2000, the Company recorded a $4.2 mil-
lion adjustment to reduce the loss on the disposition
of this operation, primarily reflecting a previously
reserved income tax benefit, as well as an adjust-
ment of estimated final disposition costs. During fis-
cal 2001, the Company sold the majority of its
ownership interest in SMI and realized an after-tax
gain of $4.8 million. This sale of SMi stock in fiscal
2001 reduced the Company's ownership interest in
SMI below 5%.

The Company has been involved in several legal
actions relating to past divestitures of divisions and
business units. These divestitures were accounted
for as discontinued operations, and accordingly,
costs associated with these actions are reported as a
Loss from discontinued operations on the Consoli-
dated Statements of Operations. These costs totaled
$2.5 million, before applicable income tax benefits
of $0.9 million, in fiscal 2002.

Change in Revenue Recognition Policy

In fiscal 2000, the Company changed its account-
ing policy for the recognition of revenue on product
shipments to distributors. Recognition of revenue and
related gross profit on shipments to distributors is
now deferred until the product is resold by the distrib-
utors. This change was made with an effective date
of March 1, 1999 (the beginning of fiscal ZOOO).
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Management considers the current policy of
deferring revenue on shipments to distributors to be
a more meaningful presentation of the Company’s
operating results. It allows investors to better under-
stand end-user demand for the products that the
Company sells through distribution channels and it
better focuses the Company on end-user demand.
This policy is also a common practice within the
semiconductor industry.

The cumulative effect of this change in accounting
principle on all prior years resulted in an after-tax
charge of $2.9 million, or $0.19 per diluted share,
in fiscal 2000.

Technology and Patent License Agreements
with Intel Corporation

In 1987, the Company and Intel Corporation
(Intel) entered into an agreement providing for,
among other things, a broad, worldwide, non-
exclusive patent cross-license between the two
companies, covering manufacturing processes and
products, thereby providing each company access to
the other’s current and future patent portfolios.

In September 1999, the two companies announced
a technology exchange agreement (the Agreement)
that would allow SMSC to accelerate its ongoing
development of Intel-compatible chipset products.
Chipset products are integrated circuits that
communicate with the microprocessor (CPU) and
assist in controlling the flow of information within a
personal computer or similar application. The
Agreement provides, among other things, for Intel
to transfer certain intellectual property related to
Intel chipset architectures to SMSC, and provides
SMSC the opportunity to supply Intel chipset com-
ponents along with its own chipset solutions. The
Agreement also limits SMSC's rights regarding
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Northbridges and Intel Architecture Microprocessors
under the 1887 agreement.

The Agreement includes provisions for its termi-
nation under certain circumstances. Under one such
provision, beginning in the third year of the
Agreement and annually thereafter, SMSC can elect
to terminate the Agreement should SMSC not
achieve certain minimum chipset revenue amounts
set forth in the Agreement, unless intel pays SMSC
an amount equal to the shortfall between the mini-
mum revenue amount and the actual revenue for
that period. Should the Agreement terminate under
this provision, the limitations imposed by the
Agreement on the Northbridge rights under the
1987 agreement terminate immediately, and the
limitations imposed by the Agreement on the micro-
processor rights under the 1987 agreement termi-
nate 12 months later. Should Intel elect to make the
revenue amount shortfali payment, the provisions of
the Agreement will remain in force for the subse-
quent 12-month period, for which another mini-
mum revenue amount will be applicable, and at the
end of which a similar termination event may arise.
Minimum chipset revenue amounts are $30 million,
$45 million, and $60 million for the 12 months end-
ing September 21, 2001, 2002, and 2003, respec-
tively, and increase by 10% for each succeeding
12-month period following 2003, until expiration of
the Agreement in July 2007.

In September 2001, SMSC notified Intel of a
chipset revenue shortfall of approximately $29.6 mil-
lion for the 12 months ended September 21, 2001.
In November 2001, the Company received a $29.6
million payment from Intel, which is reported as
licensing revenue on the Company’s Consolidated
Statements of Operations for the year ended
February 28, 2002. There can be no assurance
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whatsoever that Intel will elect to pay any future
revenue shortfalls to SMSC under the Agreement.

Liquidity and Capital Resources

The Company currently finances its operations
through a combination of existing resources and
cash generated by operations.

The Company’s cash, cash equivalents and short-
term investments increased to $126.7 million as of
February 28, 2002, an increase of $17.5 million
compared to $109.2 million at February 28, 2001.
The Company had $155.0 of working capital, and a
current ratio of 7.5 to 1, at February 28, 2002, com-
pared to $146.4 million and 6.3 to 1, respectively, at
February 28, 2001. The Company had no bank debt
at February 28, 2002 or February 28, 2001.

Operating activities generated $29.0 million of
cash in fiscal 2002, including the $29.6 million
licensing payment from Intel Corporation, and after
$5.3 million of income tax payments. Fiscal 2002
operating cash flow benefited from a decline in
inventories of approximately $14.2 million, reflect-
ing close management of inventories and alignment
of inventory balances with current demand during
the recent economic slowdown. This was partially
offset by a $5.7 million increase in accounts receiv-
able, and a $1.5 million decrease in accounts
payable, accrued expenses and other liabilities.

Reflecting the adverse business conditions, capi-
tal spending was significantly restrained in fiscal
2002, and totaled approximately $4.5 million, com-
pared to $14.6 million in fiscal 2001. Capital expen-
ditures in fiscal 2003 are expected to exceed those
incurred in fiscal 2002, but will depend upon,
among other factors, the level of economic recov-
ery, if any, in the high technology sector. Capital
expenditures are typically incurred to support the
Company's semiconductor test operation and to




acquire hardware, software and other tools used in
the design of the Company's products. There were
no material commitments for capital expenditures
as of February 28, 2002.

The Company used $4.2 million of cash in its net
financing activities in fiscal 2002, including pur-
chases of treasury stock under its common stock
repurchase program. During fiscal 2002, 340,000
shares of treasury stock were acquired in open mar-
ket transactions at a cost of $5.5 million, $0.8 mil-
lion of which settled in early March 2002 and is
carried within Accounts payable on the Consoli-
dated Balance Sheet at February 28, 2002. As of
February 28, 2002, the Company holds 1,338,000
shares of treasury stock, at a cost of $13.9 million.

The Company’s payment obligations and com-
mitments as of February 28, 2002 are as follows
(in thousands):

Payment Obligations Within ~ Between 1
by Period Total 1year and 3years Thereafter
Capital leases $ 1,145 $§ 940 $ 205 § —

Operating leases 3,187 1,171 1,318 698
Purchase
commitments 9,043 9,043 — —

Total $13,375 $11,154 $1,523 $698

The Company has considered in the past, and will
continue to consider, various possible transactions
to secure necessary foundry manufacturing capacity,
including equity investments in, prepayments to, or
deposits with foundries, in exchange for guaranteed
capacity or other arrangements which address the
Company's manufacturing requirements. The
Company may also consider utilizing cash to acquire
or invest in complementary businesses or products
or to obtain the right to use complementary tech-
nologies. From time to time, in the ordinary course
of business, the Company may evaluate potential
acquisitions of or investment in such businesses,

products or technologies owned by third parties.
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The Company expects that its cash, cash equiva-
lents, short-term investments, cash flows from oper-
ations and its borrowing capacity will be sufficient
to finance the Company’s operating and capital
requirements through the end of fiscal 2003.

Critical Accounting Policies and Estimates

The preparation of financial statements in con-
formity with generally accepted accounting princi-
ples requires management to make estimates
and assumptions that affect the reported amount of
assets and liabilities and disclosure of contingent
assets and liabilities at the date of the financial
statements and the reported amount of revenues
and expenses during the reporting period. Actual
results could differ from those estimates and to the
extent that they are material, future results of oper-
ations will be affected.

The Company believes the following critical
accounting policies are important to the portrayal of
the Company's financial condition and operating
results, and require critical management judgments
and estimates about matters that are inherently
uncertain. Although management believes that its
judgments and estimates are appropriate and rea-
sonable, actual future results may differ from these
estimates, and to the extent that such differences
are material, future reported operating results may
be affected.

° Revenue Recognition

Revenues and associated gross profit from ship-
ments to the Company’s distrioutors are deferred
until the distributors resell the products. Shipments
to distributors are made under agreements allowing
price protection and limited rights to return unsold
merchandise. In addition, the Company's shipments to
its distributors may experience short-term variations

as distributors manage their inventories to current
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levels of end-user demand. Therefore, the Company
considers the policy of deferring revenue on ship-
ments to distributors to be a more meaningful pres-
entation of the Company’'s operating results. It
allows investors to better understand end-user
demand for the products that the Company sells
through distribution channels and it better focuses
the Company on end-user demand. This policy is
also a common practice within the semiconductor
industry. The Company relies on its distributors to
supply the Company with distribution sales and
inventory information regarding its products, and
any errors or omissions made by those distributors,
if material, could atfect operating results.

The Company recognizes revenue from product
sales to original equipment manufacturers (OEMs) and
end-users at the time of shipment, net of appropri-
ate reserves for product returns and allowances. For
these revenues, the Company must make assump-
tions and estimates of future product returns and
sales allowances, and any differences between
those estimates and actual results, if material, could
affect that period's operating results.

° Inventories

The Company’s inventories represent high-
technology parts that may be subject to rapid
technological obsolescence and which are sold in a
highly competitive industry. (nventories are valued at
the lower of first-in, first-out cost or market, and
are actively reviewed for product obsolescence and
impaired values, based upon assumptions of future
demand and market conditions. When it is deter-
mine that inventory is stated at a higher value than
that which can be recovered, the Company writes
this inventory down to its estimated realizable value.
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o Allowance for Doubtful Accounts

The Company maintains allowances for doubtful
accounts for estimated losses resulting from the
inability of its customers to make required pay-
ments. These estimated losses are based upon his-
torical bad debts, specific customer creditworthiness
and current economic trends. If the financial condi-
tion of a customer deteriorates, resulting in the cus-
tomer's inability to make payments within approved
credit terms, additional allowances may be required.
The Company performs credit evaluations of its cus-
tomers’ financial condition on a regular basis, and
has not experienced any material bad debt losses
during the past three fiscal years.

° Valuation of Equity Investments

The Company holds minority equity interests in
several publicly and privately owned companies,
some of which operate in the semiconductor indus-
try and are subject to many of the same business
risks faced by SMSC. The Company records an
impairment charge when an investment is judged to
have experienced a decline in value that is other
than temporary. Judgments of the value of privately
owned companies is subjective and is dependent
upon management'’s assessment of the perform-
ance of the company and its prospects for future
sticcess. Adverse changes in market conditions or
poor operating results of these equity investments
could result in future impairment charges. The
recorded value of the Company’s equity investments
at February 28, 2002 is $18.5 million.
o Litigation

From time to time, the Company is involved in
legal actions arising in the ordinary course of busi-
ness. There can be no assurance that any third party
assertions against the Company will be resolved

without costly litigation, in @ manner that is not




adverse to its financial position, results of operations
or cash flows. As of February 28, 2002, no estimate
can be made of any possible loss or possible range
of loss associated with the resolution any such con-
tingencies. If additional information becomes avail-
able which indicates that a loss, or range of losses,
is probable, the Company would then record a
charge for the minimum estimated liability, which
could materially impact operating results and finan-
cial condition.

Recent Accounting Pronouncements

In July 2001, the Financial Accounting Standards
Board (FASB) issued Statement of Financial
Accounting Standards (SFAS) No. 141, Business
Combinations, and SFAS No. 142, Goodwill and
Other Intangible Assets. SFAS No. 141 requires the
use of the purchase method of accounting for all
business combinations initiated after June 30, 2001,
thereby eliminating use of the pooling-of-interests
method. SFAS No.142 requires goodwill and certain
other intangible assets to be tested for impairment
at least annually and written down only when
impaired, replacing the previous accounting practice
of ratably amortizing these items. Intangible assets
other than goodwill that have finite lives are amor-
tized over their useful lives. This statement applies
to existing goodwill and intangible assets, begin-
ning with fiscal years beginning after December 15,
2001. The implementation of these pronouncements
did not materially impact the Company’s results of
operations or financial condition.

In August 2001, the FASB issued SFAS No. 143,
Accounting for Asset Retirement Obligations. This
Statement addresses financial accounting and
reporting for obligations associated with the retire-
ment of tangible long-lived assets and the associated
~ asset retirement costs. It applies to legal obligations
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associated with the retirement of long-lived assets
that result from the acquisition, construction, devel-
opment and (or) the normal operation of a long-
lived asset, except for certain obligations of lessees.
SFAS No. 143 is effective for financial statements
issued for fiscal years beginning after June 25,
2002. The Company currently does not expect this
pronouncement to have any impact on its results of
operations or financial condition.

In October 2001, the FASB issued SFAS No. 144,
Accounting for the Impairment or Disposal of Long-
lived Assets. This statement establishes a single
accounting model, based upon the framework
established in SFAS No. 121, Accounting for the
Impairment of Long-Lived Assets and for Long-Lived
Assets to be Disposed of, for long-lived assets to be
disposed of by sale and addressed significant imple-
mentation issues. This statement is effective for fis-
cal years beginning after December 15, 2001. This
pronouncement did not materially impact the Com-
pany’'s results of operations or financial condition.

Financial Market Risks

As of February 28, 2002, the Company’s $28.6
million of short-term investments consisted primarily
of investments in corporate, government and
municipal obligations with maturities of between
three and twelve months. If market interest rates
were t0 increase immediately and uniformly by 10
percent from levels at February 28, 2002, the fair
value of these short-term investments would decline
by an immaterial amount. The Company generally
expects to hold its fixed income investments until
maturity and, therefore, would not expect operating
results or cash flows to be affected to any signifi-
cant degree by the effect of a sudden change in
market interest rates on short-term investments.
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The Company has international sales and expen-
ditures and is, therefore, subject to certain foreign
currency rate exposure. The Company conducts a
significant amount of its business in Asia. In order to
reduce the risk from fluctuation in foreign exchange
rates, most of the Company’s product sales and all
of its arrangements with its foundry, test and
assembly vendors are denominated in U.S. dollars.
Transactions in the Japanese market made by the
Company’s majority owned subsidiary, SMSC Japan,
are denominated in Japanese yen. SMSC Japan pur-
chases a significant amount of its products for
resale from Standard Microsystems Corporation in
U.S. dollars, and from time to time enters into for-
ward exchange contracts to hedge against currency
fluctuations associated with these product pur-
chases. During fiscal 2002, SMSC Japan entered
into a contract with a Japanese financial institution
to purchase U.S. dollars to meet a portion of its U.S.
dollar denominated product purchase requirements.
Gains and losses on this contract were not signifi-
cant. The contract expired in February 2002, and as
of February 28, 2002, the Company has no open
foreign exchange contracts.

The Company has never received a cash dividend
(repatriation of cash) from SMSC Japan nor does it
expect to receive such a dividend in the near future.
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Other Factors That May Affect Future
Operating Results

As a supplier of semiconductors, the Company
competes in a challenging business environment,
which is characterized by intense competition, rapid
technological change and cyclical business patterns.
Except for the historical information contained herein,
the matters discussed in this report are forward-
looking statements. The Company faces a variety of
risks and uncertainties in conducting its business,
some of which are out of its control, and any of
which, were they to occur, could impair the
Company’s operating performance. For a more
detailed discussion of risk factors, please refer to the
Company's report on Form 10-K filed with the
Securities and Exchange Commission.




Consolidated Statements of Operations
(In thousands, except per share data)

For the years ended February 28 or 29, 2002 —[ 2001 2000
Product sales $128,528 $162,008  $151,371
Licensing revenues 30,770 1,420 1,876
159,298 163,428 153,247

Cost of goods sold 81,264 96,660 93,884
Gross profit 78,034 66,768 59,363
Operating expenses:

Research and development 31,178 32,580 24,365

Selling, general and administrative 32,744 35,369 32,993

Restructuring costs 7,734 — -
Income (loss) from operations 6.378 (1,181) 2,005
Other income (expense):

Interest income 3,450 5,534 3,442

Interest expense (133) 212) (285)

Other income (expense), net 991 28,971 258
Income before income taxes and minority interest 10,686 33,112 5,420
Provision for income taxes 3,171 10,852 2,007
Minority interest in net income (joss) of subsidiary 40 96 (29) .
Income from continuing operations 7.475 22,164 3,442
Discontinued operations:

Gain on sales of (loss from) discontinued operations (net of

income taxes of ($918), $2,799, and ($2,980)) (1,564) 4,765 4,151

Income before cumulative effect of change in accounting principle 5,911 26,929 7,593
Cumulative effect of change in accounting principle (net of

income tax benefits of $1,716) — — (2,924)
Net income $ 5,911 $ 26,929 3 4,669
Basic net income (loss) per share:

Income from continuing operations $ 047 $ 139 § 022

Gain on sales of (loss from) discontinued operations {0.10) 0.30 0.27

Cumulative effect of change in accounting principle — — (0.19)
Basic net income per share $ 0.37 $ 169 $ 030
Diluted net income (loss) per share:

Income from continuing operations $ 044 $ 129 $ 022

Gain on sales of (loss from) discontinued operations (0.09) 0.28 0.26

Cumulative effect of change in accounting principle — — (0.19)
Diluted net income per share $ 035 ||$ 157 & 029

The accompanying notes are an integral part of these consolidated financial statements.
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Consolidated Balance Sheets
(In thousands, except share and per share data)

As of February 28, 2002 [ 2001
Assels
Current assets:
Cash and cash equivalents $ 98,065 || $ 99,545
Short-term investments 28,595 9,629
Accounts receivable, net of allowance for doubtful accounts of $450
and $362, respectively 21,828 16,776
Inventories 17,585 31,999
Deferred income taxes 8,582 8,718
Other current assets 4,317 7,080
Total current assets 178,972 ‘ 173,747
Property, plant and equipment, net 24,170 35,492
investment in Chartered Semiconductor 2,992 13,001
Deferred income taxes 7,796 2,019
Other assets 15,733 14,839
$236,063 $239,098
Liabi'ilies and shareholders’ equity
Current liabilities:
Accounts payable $ 8,477 || $ 11,721
Deferred income on shipments to distributors 6,225 6,672
Accrued expenses and other liabilities 9,289 8,972
Total current liabilities 23991 || 27,365
Other liabilities 6,973 5,812
Commitments and contingencies
Minority interest in subsidiary 11.646 11,606
Shareholders’ equity:
Preferred stock, $.10 par value, authorized 1,000,800 shares, none issued — —
Common stock, $.10 par value, authorized 30,000,000 shares, issued
17,277,000 and 17,082,000 shares, respectively 1.728 || 1,708
Additional paid-in capital 119,505 || 116,515
Retained earnings 84,963 79,052
Treasury stock, 1,338,000 and 998,000 shares, respectively, at cost (13,861) (8,330)
Accumulated other comprehensive income 1,118 5,370
Total shareholders’ equity 193,453 194,315
$236,063 $239,098

The accompanying notes are an integral part of these consolidated financial statements.
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Consolidated Statements of Sharehclders’ Equity
(in thousands)

Accumulated
Additional Other Compre-
M Pgiztﬂjna Retained Treasury Stock hensivep
Shares Amount  Capital  Earnings  Shares  Amount Income Total
Balance at February 28, 1999 16,045 $1,605 $108,665 $47,454  (521) § (2,957) § 3,667 $158,434
Comprehensive income:
Net income — - — 4,669 — — — 4,668
Other comprehensive income
Change in unrealized gain
on investments — — — — — — 35737 35737
Foreign currency translation
adjustment — - — — — — 704 704
Total other comprehensive income 36,441
Total comprehensive income 41,110
Shares issued under Incentive
Savings and Retirement Plan 90 9 784 - — — - 793
Stock options exercised 223 22 1,938 — — — — 1,960
Tax effect of employee stock plans — — 232 — — - — 232
Stock grants to employees, net 73 7 678 — — - — 685
Purchases of treasury stock — — —_ — {150 (1.422) — (1,422)
Balance at February 29, 2000 16,431 1643 112,297 52,123 (671) (4379 40,708 201,792
Comprehensive loss; .
Net income — — — 26,929 — — — 26,929
Other comprehensive loss
Change in unrealized gain
on investments — — — — — —  (33,778) (33,778)
Foreign currency translation
adjustment - — — — — - (960) (960)
Total other comprehensive loss (34,738)
Total comprehensive loss (7,809)
Shares issued under Incentive
Savings and Retirement Plan 23 2 317 — — — — 319
Stock options exercised 333 33 3,003 — — — — 3,036
Tax effect of employee stock plans — - 567 — — — — 567
Stock grants to employees, net 95 10 351 — — — — 361
Net exercise of stock warrants 200 20 (20} - — — — —
Purchases of treasury stock — — — — 32 (3951) —  {(395)
Balance at February 28, 2001 17,082 1,708 116,515 79,052 (998)  (8,330) 5370 194,315
Comprehensive income:
Net income - - — 5,911 - — - 5911
Other comprehensive loss
Change in unrealized gain
on investments — —_ — — — — (2,683)  (2,683)
Foreign currency translation
adjustment - — - — — — (1,569)  (1,569)
Total other comprehensive loss (4,252)
Total comprehensive income 1,659
Stock options exercised 169 17 1,543 — — - - 1,560
Tax effect of employee stocl plans — — 595 - — — - 595
Stock grants to employees, net 26 3 645 - - - - 648
Stock-based compensation - — 207 - — — — 207
Purchases of treasury stock - — — —  (340) (5,531) —  (5,531)
Balance at February 28, 2002 17,277 $1,728 $119,505 $84,963 (1,338) $(13,861) $ 1,118 §193,453

The accompanying notes are an integral part of these consolidated financial statements.
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Consolidated Statements of Cash Flows
(In thousands)

For the years ended February 28 or 29, 2002 2001 2000
Cash flows from operating activities:
Cash received from customers and licensees $ 152,884 || $ 163,355 $ 163,468
Cash paid to suppliers and employees {122,655) (160,868) (148,099)
Interest received 4,208 4,795 3,417
Interest paid (133) (212) (285)
Income taxes paid (5,349) (8,239) (796)
Net cash provided by (used for) operating activities 28,955 (1,169) 17,705
Cash flows from investing activities:
Capital expenditures (4,488) (14,600) (10,503)
Sales of property, plant and equipment 2,004 891 863
Sales of equity investments 1,064 38,608 297
Purchases of short-term investments (32,595) {10,632) (8,000)
Sales of short-term investments 13,629 3,003 8,000
Other (2,583) (140) (214)
Net cash provided by (used for) investing activities (22,969) 17,130 (9,557)
Cash flows from financing activities:
Proceeds from issuance of common stock 1,560 3,111 2,457
Purchases of treasury stock (4,750) (3,951) (1,422)
Repayments of obligations under capital leases (1,002) (924) (853)
Net cash provided by (used for) financing activities (4,192) (1,764) 182
Effect of foreign exchange rate changes on cash and
cash equivalents (691) (424) 226
Net cash provided by (used for) discontinued operations (2,583) 12,367 (3,222)
Net increase (decrease) in cash and cash equivalents (1,480) 26,140 5,334
Cash and cash equivalents at beginning of year 99,545 73,405 68,071
Cash and cash equivalents at end of year $ 98,065 {|$ 99,545 3 73,405
Reconciliation of income from continuing operations to
net cash provided by (used for) operating activities:
Income from continuing operations $ 7.475 $ 22,164 % 3,442
Adjustments to reconcile income from continuing
operations to net cash provided by (used for)
operating activities:
Depreciation and amortization 11,614 11,792 9,988
Gains on sales of investments (1,639) (28,935) (276)
Asset impairments 5,602 — —
Other adjustments, net 80 (221) 189
Changes in operating assets and liabilities:
Accounts receivable (5,666) (44) 9,933
Inventories 14,172 (12,139) (7,354)
Accounts payable and accrued expenses and other liabilities (1,450) 3,982 363
Other changes, net (1,233) 2,232 1,420
Net cash provided by (used for) operating activities $ 28,955 $ (1,169) $ 17,705

The accompanying notes are an integral part of these consolidated financial statements.
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Notes to Consclidated Financial

1. Description of Business

Standard Microsystems Corporation (the Company
or SMSC), a Delaware corporation founded in 1971
and based in Hauppauge, New York, is a worldwide
supplier of leading-edge integrated circuits for a
broad range of high-speed communication and
computing applications. The Company’s products
provide solutions in Advanced Input/Output (I/O)
technology, Environmental Monitoring and Control,
USB Connectivity, Local Area Networking, Embedded
Control Systems and Systems Logic. SMSC is the
world’s leading supplier of I/O integrated circuits for

personal computers.

2. Summary of Significant

Accounting Policies
Principles of Consolidation

The Company’s fiscal year ends on the last day in
February. The consolidated financial statements
include the accounts of the Company and its sub-
sidiaries after elimination of all significant intercom-
pany accounts and transactions.

Reclassifications

Certain items in the prior years’ consolidated
financial statements have been reclassified to con-
form to the fiscal 2002 presentation.

Use of Estimates

The preparation of financial statements in con-
formity with generally accepted accounting principles
requires management to make estimates and assum-
ptions that affect the reported amount of assets and
liabilities and disclosure of contingent assets and lia-
bilities at the date of the financial statements and the
reported amount of revenues and expenses during
the reporting period. Actual results could differ from

those estimates.
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Cash and Cash Equivalents

Cash and cash equivalents consist principally of
cash in banks and highly liquid debt instruments
purchased with original maturities of three months
or less.

Short-Term investments

Marketable debt and equity securities are
reported at fair value. Unrealized gains and losses
on short-term investments are either included
within net income for those securities classified as
trading securities, or included as a separate compo-
nent of shareholders’ equity for those securities
classified as available-for-sale. As of February 28,
2002, short-term investments consist primarily of
investments in corporate obligations with maturities
of between three and twelve months and are classi-
fied as available-for-sale. The cost of these short-
term investments approximates their market value

as of February 28, 2002.

Fair Value of Financial Instruments

The carrying amounts reported in the consolidated
balance sheets for cash and cash equivalents,
accounts receivable, accounts payable and accrued
expenses approximate fair value due to their short-
term maturities. The amounts presented for other
long-term liabilities also approximate their fair values.

Inventories
Inventories are valued at the lower of first-in,

first-out cost or market.

Property, Plant and Equipment

Property, plant and equipment are carried at cost
and are depreciated on a straight-line basis over the
estimated useful lives of the buildings (20 to 25
years) and machinery and equipment (3 to 7 years).
Upon sale or retirement of property, plant and
equipment, the related cost and accumulated
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depreciation are removed from the accounts and
any resulting gain or loss is reflected currently.

Cost Basis Investments

Equity investments representing an ownership
interest of less than 20% in non-publicly traded
companies are carried at cost. Changes in the value
of these investments are not recognized unless they
are sold, or an impairment in value is deemed to be
other than temporary.

Long-Term Investments in Equity Securities
Investments in publicly traded equity securities are
classified as available-for-sale and are carried at fair
value on the accompanying Consolidated Balance
Sheets. Unrealized gains and losses on such securi-
ties, net of taxes, are reported in accumulated other
comprehensive income within shareholders’ equity.

Long-Lived Assets

The Company reviews long-lived assets for
impairment in value using a gross cash flow basis
and provides reserves for impairment whenever
events or circumstances indicate that the carrying
amount of the assets may not be fully recoverable.

Revenue Recognition

The Company recognizes revenue from product
sales to original equipment manufacturers (OEMs)
and end-users at the time of shipment, net of
appropriate reserves for product returns and
allowances. The Company’s terms of shipment are
customarily FOB shipping point.

Certain of the Company’s sales are made to distrib-
utors under agreements allowing price protection
and rights to return unsold merchandise. Accord-
ingly, and pursuant to an accounting change imple-
mented in fiscal 2000, recognition of revenue and
associated gross profit on shipments to distributors
is deferred until the distributors resell the products.
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This accounting change is further explained within
Note 8—Accounting Change—Recognition of Rev-
enue on Shipments to Distributors.

Research and Development
Expenditures for research and development are
expensed in the period incurred.

Stock-Based Compensation

The Company grants stock options to employees
with exercise prices equal to the fair value of the
shares at the date of grant. The Company accounts
for stock option grants in accordance with APB
Opinion No. 25, Accounting for Stock Issued to
Employees and accordingly, recognizes no compensa-
tion expense for the stock option grants. Additional
pro forma disclosures as required under Statement
of Financial Accounting Standards (SFAS) No. 123,
Accounting for Stock-Based Compensation, are pre-
sented within Note 15——Benefit and Incentive Plans.

In March 2000, the Financial Accounting Standards
Board (FASB) issued Interpretation No. 44,
Accounting for Certain Transactions Involving Stock
Compensation— An Interpretation of APB Opinion
No. 25 (FIN 44). FIN 44 clarifies certain aspects of
APB Opinion No. 25, including the definition of an
employee, the criteria for determining whether a
plan qualifies as a noncompensatory plan, the
accounting consequence of various modifications to
the terms of a previously fixed stock option or
award, and the accounting for an exchange of stock
compensation awards in a business combination.
The Company’s accounting for stock-based com-
pensation complies with the provisions of FIN 44,

Income Taxes
Deferred income taxes are provided on temporary
differences that arise in the recording of transac-

tions for financial and tax reporting purposes and




result in deferred tax assets and liaoilities. Deferred
tax assets are reduced by an appropriate valuation
allowance if, in management’s judgment, part of
the deferred tax asset will not be realized. Tax credits
are accounted for as reductions of the current provi-
sion for income taxes in the year in which the
related expenditures are incurred.

Translation of Foreign Currencies

Assets and liabilities of foreign subsidiaries are
translated into U.S. doliars using the exchange rates
in effect at the balance sheet date. Results of their
operations are translated using the average
exchange rates during the period. Resulting transla-
tion adjustments are recorded in accumulated other
comprehensive income within shareholders’ equity.

Foreign Exchange Contracts

The Company purchases most of its materials and
transacts most of its international sales, with the
exception of certain sales to customers in Japan, in
U.S. dollars. The Company's Japanese subsidiary,
SMSC Japan, serves the Japanese market and trans-
acts sales to its customers in Japanese yen. SMSC
Japan purchases a significant amount of its products
for resale from Standard Microsystems Corporation
in U.S. dollars, and from time to time enters into
forward exchange contracts to hedge against cur-
rency fluctuations associated with these product
purchases. During fiscal 2002, SMSC Japan entered
into a contract with a Japanese financial institution
to purchase U.S. dollars to meet a portion of its U.S.
dollar denominated product purchase requirements.
Gains and losses on this contract were not signifi-
cant. The contract expired in February 2002, and as
of February 28, 2002, the Company has no open
foreign exchange contracts.

33

Comprehensive Income

The Company’s other comprehensive income (loss)
consists of foreign currency translation adjustments
for those subsidiaries not using the U.S. dollar as
their functional currency, and unrealized gains and

losses on investments.

New Accounting Pronouncements

In July 2001, the FASB issued Statement of
Financial Accounting Standards (SFAS) No. 141,
Business Combinations, and SFAS No. 142, Goodwill
and Other Intangible Assets. SFAS No. 141 requires
the use of the purchase method of accounting for all
business combinations initiated after June 30, 2001,
thereby eliminating use of the pooling-of-interests
method. SFAS No.142 requires goodwill and certain
other intangible assets to be tested for impairment
at least annually and written down only when
impaired, replacing the previous accounting practice
of ratably amortizing these items. Intangible assets
other than goodwill that have a finite life are amor-
tized over their useful lives. This statement applies
to existing goodwill and intangible assets, beginning
with fiscal years starting after December 15, 2001,
The adoption of these pronouncements did not
materially impact the Company’s results of operations
or financial position.

In August 2001, the FASB issued SFAS No. 143,
Accounting for Asset Retirement Obligations. This
statement addresses financial accounting and report-
ing for obligations associated with the retirement of
tangible long-lived assets and the associated asset
retirement costs. It applies to legal obligations
associated with the retirement of long-lived assets
that result from the acquisition, construction, devel-
opment and (or) the normal operation of a long-
lived asset, except for certain obligations of lessees.
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SFAS No. 143 is effective for financial statements
issued for fiscal years beginning after June 25,
2002. The Company currently does not expect this
pronouncement to have any impact on its results of
operations or financial position.

In October 2001, the FASB issued SFAS No. 144,
Accounting for the iImpairment or Disposal of Long-

Lived Assets. This statement establishes a single’

accounting model, based upon the framewark
established in SFAS No. 121, Accounting for the
Impairment of Long-Lived Assets and for Long-
Lived Assets to be Disposed of, for long-lived assets
to be disposed of by sale and addressed significant
implementation issues. This staternent will be effec-
tive for fiscal years beginning after December 15,
2001. The Company currently does not expect this
pronouncement to have any impact on its results of
operations or financial position.

3. Net Income (Loss) Per Share

Basic net income per share is calculated by divid-
ing net income by the weighted average number of
commoen shares outstanding during the period.
Diluted net income per share is computed by dividing
net income by the sum of the weighted average
common shares outstanding during the period plus
the dilutive effect of shares issuable through stock
options and warrants. Shares used in calculating
basic and diluted net income (loss) per share are
reconciled as follows (in thousands):

For the years ended
February 28 or 29, 2002 | 2001 2000

Average shares cutstanding
for basic net income
(loss) per share 16,069

Dilutive effect of stock

options and warrants 831 1,240 295

15925 15,620

Average shares outstanding

for diluted net income

(loss) per share 16,900 || 17,165 15,915
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Outstanding options covering 273,000 and
511,000 common shares were excluded from the
computation of diluted net income (loss) per. share
for the years ended February 28, 2002 and 2007,
respectively, because their effect was antidilutive.

4. Business Restructuring

In November 2001, the Company’'s Board of
Directors approved management's plan to exit the
PC chipset business, redirect the Company's resources,
and increase its focus on leveraging its core tech-
nologies toward higher growth, higher margin
businesses. This restructuring was announced on
December 3, 2001. The decision to exit this business
was based upon an assessment of the PC chipset
marketplace, and management’s conclusions that
the opportunities for profitability in this marketplace
had declined, and the costs of entry had increased,
to a point where further investments in PC chipset
technology were not justified.

As a result of this restructuring, the Company
recorded a charge of $9.0 million in fiscal 2002, of
which $7.7 million is classified within operating
expenses and $1.3 million is classified within cost
of goods sold on the Consolidated Statement
of Operations.




A summary of the restructuring charge is as follows (in thousands):

Business
Non-cash Restructuring Reserve
Total Charges Charges Cash Payments  as of February 28, 2002

Impairment of assets $5,340 $5,340 § — 3 —
Excess and obsolete inventory 1,275 1,275 — —
Workforce reduction 309 — 307 2
Non-cancelable lease obligations 1,870 — g9 1,771
Other charges 215 15 19 181
£9,008 $6,630 $425 $1,954

impairment of Assets

All assets identified as specifically utilized within
the Company’s PC chipset development activities
were evaluated for possible future use, and those
assets for which there was no alternative future use
were written off. Most of these assets consisted of
software and intellectual property used in the
design and development of integrated circuits,
many of which were acquired by non-exclusive,
non-transferable licenses. These assets are classified
as held for disposal, which will be effected through
abandonment of their use. One asset, which was
originally acquired specifically to support the
Company’s PC chipset activities, was determined tc
have alternative future use within the Company’s
ongoing operations. An impairment charge of $1.9
million was recorded on this asset, based upon an
assessment of its fair value through comparison to
market values of assets providing functionality similar
to the asset’s future use.

Excess and Obsolete Inventory

The Company’s inventory of PC chipset products,
built primarily in anticipation of future design wins,
was determined to have minimal net realizable
value and was written down accordingly.

Workforce Reduction
As a result of this restructuring, and in line with the
sustained economic difficulties of the semiconductor
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marketplace, the Company eliminated 55 positions,
or 11% of its work force, during the third quarter of
fiscal 2002. Most of the positions eliminated were
within the Company's engineering and develop-
ment staff. This workforce reduction resulted in a
$0.3 million charge for severance benefits.

Non-cancelable Lease Obligations ‘

The workforce reduction created idle floor space
at two of the Company’s leased facilities, both of
which are subject to long-term, non-cancelable
lease obligations. The restructuring charge includes
$1.9 million to cover the cost of this idle space,
which was based upon the ratio of idle floor space
to total floor space at each location.

The Company completed its restructuring pro-
gram during the fourth quarter of fiscal 2002.
Substantially all of the cash payments related to the
workforce reduction were made in that period.
Payments related to non-cancelable lease obliga-
tions will be paid over their respective terms,
through August 2008.

As a result of this restructuring, the Company
reduced its annual operating expenses by approxi-
mately $7.1 millton, primarily affecting research and
development expenses. The restructuring had minimal
impact on current product sales, as the Company
had yet to achieve significant product sales from PC
chipset products.
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5. Technology and Patent License Agreements
with Intel Corporation

in 1987, the Company and Intel Corporation
(Intel) entered into an agreement providing for,
among other things, a broad, worldwide, non-
exclusive patent cross-license between the two
companies, covering manufacturing processes and
products, thereby providing each company access to
the other’s current and future patent portfolios.

In September 1999, the two companies announced
a technology exchange agreement (the Agreement)
that would allow SMSC to accelerate its ongoing
development of Intel-compatible chipset products.
Chipset products are integrated circuits that com-
municate with the microprocessor (CPU) and assist
in controlling the flow of information within a per-
sonal computer or similar application. The Agree-
ment provides, among other things, for Intel to
transfer certain intellectual property related to Intel
chipset architectures 10 SMSC, and provides SMSC
the opportunity to supply Intel chipset components
along with its own chipset solutions. The Agree-
ment also limits SMSC’s rights regarding North-
bridges and Intel Architecture Microprocessors
under the 1987 agreement.

The Agreement includes provisions for its termi-
nation under certain circumstances. Under one such
provision, beginning in the third year of the
Agreement and annually thereafter, SMSC can elect
to terminate the Agreement should SMSC not
achieve certain minimum chipset revenue amounts
set forth in the Agreement, unless intel pays SMSC an
amount equal to the shortfall between the minimum
revenue amount and the actual revenue for that
period. Should the Agreement terminate under this
provision, the limitations imposed by the Agreement
on the Northbridge rights under the 1987 agree-
ment terminate immediately, and the limitations
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imposed by the Agreement on the microprocessor
rights under the 1987 agreement terminate 12
months later. Should Intel elect to make the revenue
amount shortfall payment, the provisions of the
Agreement will remain in force for the subsequent
12-month period, for which ancther minimum rev-
enue amount will be applicable, and at the end of
which a similar termination event may arise.
Minimum chipset revenue amounts are $30 million,
$45 million and $60 million for the 12 months end-
ing September 21, 2001, 2002 and 2003, respec-
tively, and increase by 10% for each succeeding
12-month period following 2003, until expiration of
the Agreement in July 2007.

in September 2001, SMSC notified Intel of a
chipset revenue shortfall of approximately $29.6 mil-
lion for the 12 months ended September 21, 2001,
In November 2001, the Company received a $29.6
million payment from Intel, which is reported as
licensing revenue on the Company’s Consolidated
Statement of Operations for the year ended
February 28, 2002. There can be no assurance
whatsoever that Intel will elect to pay any future
revenue shortfalls to SMSC under the Agreement.

6. Discontinued Operations

In March 1999, the Company’s Board of Directors
approved a plan for the Company to divest its
Foundry Business Unit (FBU). This divestiture was
completed on June 1, 1999, with the Company selling
the assets of the FBU 1o privately held inertia Optical
Technology Applications, Inc. (I0TA) of Newark,
New Jersey, in exchange for 38% of I0TAs out-
standing common stock. The combined businesses
have since operated as Standard MEMS, Inc. (SMI).

The Company reported the operating results, net
assets and cash flows of the FBU as a discontinued
operation, and recorded a pre-tax charge of
$15.2 million fiscal 1999, covering write-downs of




certain assets, pre-closing operating losses, and
other costs associated with the transaction. In fiscal
2000, the Company recorded a $4.2 million adjust-
ment to reduce the loss on the disposition of this
operation, primarily reflecting a previously reserved
income tax benefit, as well as an adjustment of esti-
mated final disposition costs. During fiscal 2001, the
Company sold the majority of its ownership interest
in SMI and realized an after-tax gain of $4.8 miliion,
which appears as a Gain on sale of discontinued
operation on the Consolidated Statement of
Operations for the year ended February 28, 2001.
This sale of SMI stock reduced the Company’s own-
ership interest in SMf below 5%.

The Company is involved in several legal actions
relating to past divestitures of divisions and business
units. These divestitures were accounted for as dis-
continued operations and, accordingly, costs associ-
ated with these actions are reported as a Loss from
discontinued operations on the Consolidated State-
ments of Operations. These costs totaled $2.5 mil-
lion, before applicable income tax benefits of $0.9
million, for the year ended February 28, 2002.

7. Investments

Investment in Chartered Semiconductor

During fiscal 1996, the Company entered into an
agreement with Singapore-based Chartered Semi-
conductor Manufacturing Ltd. (Chartered), whereby
the Company acquired a minority equity interest of
less than 2% in Chartered for $19.9 million. Under
the terms of this agreement, the Company is allo-
cated sub-micron wafer production capacity for ten
years in Chartered's wafer fabrication facilities.

In October 1999, shares of Chartered began trad-
ing publicly on the Singapore stock exchange, and
also began trading on The Nasdag Stock Market® as
American Depository Shares, or ADSs.
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The significant increase in Other income (expense),
net in fiscal 2001 reflects gains realized on sales of a
portion of the Company’s investment in Chartered,
as well as proceeds from sales of call options cover-
ing a portion of its Chartered stock holdings. The
gains totaled $24.2 million in fiscal 2001, while pro-
ceeds from the sales of call options, none of which
were exercised, were $2.2 million during the same
period. No sales of this investment or related call
options were executed in fiscal 2002. As of February
28, 2002, the Company held approximately
444,000 of its original 828,000 Chartered ADSs,

which have an original cost of $10.7 million and

which are reported on the Consolidated Balance
Sheet at $10.0 million, based upon their closing
price on The Nasdaq Stock Market on that date.

Other Equity Investments

The Company has an equity investment of less
than 1% in a publicly traded company, portions of
which have been sold during the past three fiscal
years, resulting in pre-tax gains of $1.1 million, $2.0
million and $0.3 million in fiscal 2002, 2001 and
2000, respectively. This investment is carried at its
fair value of $0.1 million within Other assets on the
Consolidated Balance Sheet as of February 28, 2002.

During third and fourth quarters fiscal 2002, the
Company recorded charges totaling $0.7 million to
write down two cost-basis investments in privately
held companies. Management concluded that these
investments had experienced permanent impair-
ments in value. Both investments now carry no net
book value.

All gains and losses related to these equity invest-
ments are included within Other income (expense),
net, on the Consolidated Statements of Operations.
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8. Accounting Change—Recognition of
Revenue on Shipments to Distributors

in the fourth quarter of fiscal 2000, the Company
changed its accounting method for the recognition
of revenue on shipments to distributors. Recog-
nition of revenue and related gross profit on ship-
ments to distributors is deferred until the distributor
resells the product. This change was made with an
effective date of March 1, 1999 (the beginning of
fiscal 2000).

Management considers the current policy of
deferring revenue on shipments to distributors to
be a more meaningful presentation of the Company’s
operating results. It allows investors to better under-
stand end-user demand for the products that the
Company sells through distribution channels and it
better focuses the Company on end-user demand.
This policy is also a common practice within the
semiconductor industry.

The cumulative effect of this change in accounting
principle was a charge of $2.9 million, net of $1.7
million of income tax benefits, or $0.19 per diluted
share, recorded in fiscal 2000. The estimated pro
forma effect of the accounting change on operating
results for fiscal 2000, reflecting the change in
accounting principle applied retroactively, is pre-
sented below (in thousands, except per share data):

As Pro
For the year ended February 29, 2000 Reported Forma
Revenues $153,247  $153,247
Income from continuing
operations 3,442 3,442
Net income 4,669 7,593
Basic net income per share
Income from continuing .
operations $ 022 % 022
Net income 0.30 0.48
Diluted net income per share
Income from continuing
operations $ 022 $ 022
Net income 0.29 0.48

38

Statements (continued)

9. Other Balance Sheet Data

(In thousands)

As of February 28, 2002 l 2001
Inventories: I
Raw materials $ 465 || § 558
Work-in-process 5,820 22,859
Finished goods 11,300 8,582
$ 17,585 i $ 31,999
Property, plant and equipment: |
Land $ 3434 | $ 3,434
Buildings and improvements 29,257 29,540
Machinery and equipment 76.ﬂ2L 82,794
]
108,812 115,768
Less: accumulated depreciation 84,642 80,276
$ 24,17¢ | $ 35,492
Other assets:
Common stock of SMC
Networks, Inc. $ 8,452 $ 8,452
Other 7,281 6,387

$ 15,733 || $ 14,839

Accrued expenses and
other liabilities:

Salaries and fringe benefits $ 2,358 $ 2,839

Business restructuring
obligations 576 —
Other 6,355 6,133
$ 9289 | $ 8972

Other liabilities:

Retirement benefits $ 5395 | § 4,722

Business restructuring
obligations 1,378 -
Other 200 [ 1,090
$ 6,973_” $ 5,812

10. Sales of Facilities

During the first quarter of fiscal 2002, the Com-
pany sold two underutilized facilities. Combined
proceeds from these sales were $2.1 million, before
related expenses, and the sales resulted in a net pre-
tax gain of approximately $0.6 million, which is
included within Other income (expense), net.




11. Shareholders’ Equity

Common Stock Repurchase Program

In October 1998, the Company’s Board of Directors
approved a common stock repurchase program,
allowing the Company to repurchase up to one mil-
lion shares of its common stock on the open market
or in private transactions. In July 2000, the authori-
zation was expanded from one million shares to
two million shares. As of February 28, 2002, the
Company had repurchased 1,338,000 shares of
commen stock at a cost of $13.9 million under this
program. Of that total, 340,000 shares were repur-
chased in fiscal 2002 at a cost of $5.5 million. The
Company currently holds repurchased shares as
treasury stock, reported at cost.

Shareholder Rights Plan

The Company maintains a Shareholder Rights
Plan as part of its commitment to ensure fair value
to all shareholders in the event of an unsolicited
takeover offer. The Company’s current Shareholder
Rights Plan was adopted by the Board of Directors
in January 1998, replacing the Company’s previous
plan which had expired on January 12, 1998, and
was subsequently amended in December 2000 and
in Aprit 2002. Under this plan, the Company’s share-
holders of record on January 13, 1998 received a
dividend distribution of one preferred stock pur-
chase right for each share of common stock then
held. In the event of certain efforts to acquire con-
trol of the Company, these rights allow shareholders
to purchase common stock of the Company at a
discounted price. The rights will expire in January
2008, unless previously redeemed by the Company
at $0.01 per right. Citigroup, Inc.’s (Citigroup)
ownership of the Company’s common stock is
excluded from requiring distribution of rights under
the plan, so long as Citigroup remains a passive
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investor and its ownership interest does not exceed
28%. Citigroup is the largest beneficial owner of
the Company’s common stock at February 28, 2002.

Investment by Intel Corporation

In March 1997, the Company and Intel Corpora-
tion (Intel) entered into a Common Stock and
Warrant Purchase Agreement (the Agreement)
whereby Intel purchased 1,543,000 newly issued
shares of the Company’s common stock for $9.50
per share, or $14.7 million. intel also received a
three-year warrant to purchase an additional
1,543,000 shares. In March 2000, as provided for
in the warrant, Intel executed a "net exercise”,
whereby Intel was issued 200,000 shares of the

Company's common stock, which was equal in fair

value to the excess of the warrant’s market value
over its exercise value, as defined in the Agreement.
The Company immediately repurchased these
200,000 shares from Intel for $1.9 million under its
common stock repurchase program. This warrant is
now fully exercised.

So long as Intel continues to hold its initial invest-
ment, the Agreement provides Intel a right of first
refusal upon certain corporate transactions, includ-
ing proposed sales of all or substantially all of the
assets of the Company, certain sales of common
stock of the Company and certain other transac-
tions which would result in or relating to a change
in control of the Company. The Agreement also pro-
vides intel certain other rights, including demand
registration rights with respect to shares acquired
under the Agreement, a right for Intel to designate
a representative to serve on the Company’s Board of
Directors, and antidilution rights. The Agreement
also imposes certain restrictions upon Intel, includ-
ing limitations, in certain circumstances, on Intel’s
ability to acquire additional shares of the Company’s
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common stock (referred to as a standstill arrange-
ment), and restrictions on the transfer of shares
acquired pursuant to the Agreement.

12. Income Taxes

The provision for income taxes included in the
accompanying Consolidated Statements of Opera-
tions consists of the following (in thousands):
For the years ended

February 28 or 29, 2602 || 2001 2000
Current
Federal $ 5,308 § 7,684 $(4,228)
Foreign 244 602 87
State 176 1489 718
5,725 8,435 (3,423)
Deferred (3,472) 5216 734
2,253 13,651 (2,689)

Less: tax provision for
(benefit from)
discontinued

operations {218) 2,799 (2,980)
Less: tax benefits from
change in accounting
principle — — (1,716)
$ 3,171 ( $10,852 % 2,007

The tax provisions for and benefits from discon-
tinued operations represent the taxes resulting from
gains and.losses related to the Company’s previous
sale of its former Foundry Business Unit and its former
System Products Division, both of which were
accounted for as discontinued operations. These
gains and losses are further described in Note 6—
Discontinued Operations. The tax benefit from dis-
continued operations in fiscal 2000 includes $3.4
million of previously reserved tax benefits related to
the Foundry Business Unit sale.

40

The provision for income taxes differs from the
amount computed by applying the U.S. federal
statutory tax rate as a result of the foliowing:

For the years ended
February 28 or 29, 2002 || 2001 2000

Provision for income taxes
computed at U.S. federal
statutory rate

State taxes, net of
federal benefit 1.0 02 1.0

Differences between
foreign and U.S. income

35.0% || 350% 35.0%

tax rates 0.7) 1 0.7 8.1
Tax-exempt income (4.5) (2.2 (5.7)
Cther {(1.%) ' 0.9 (1.4)

29.7% ’ 32.8% 37.0%

Deferred income taxes reflect the net tax effects
of temporary differences between the carrying
amounts of assets and liabilities for financial reporting
purposes and the amounts used for income tax
purposes. The components of the Company's
deferred tax benefits and liabilities are as follows
(in thousands):

As of February 28, 2002 2001

Deferred tax assets:
Reserves and accruals not
currently deductible for

income tax purposes $ 5,186 || $ 3,771
Inventory valuation 3,372 2,719
Intangible asset amortization 2,124 2,846
Restructuring costs 2,553 —

Purchased in-process technology
Property, plant and equipment

4,179 1,485

depreciation 503 900
Other 861 225
Total deferred tax assets 15,778 11,946
Deferred tax liabilities:
Unrealized gains on investments —_ (1,209)
Total deferred tax liabilities —_ (1,209)

Net deferred tax assets $15,778 ’L $10,737




Income before income taxes and minority interest
includes foreign income of $0.7 million, $0.9 million
and $0.5 million for fiscal 2002, 2001 and 2000,
respectively.

The Company has $1.9 million of New York State
tax credit carryforwards at the end of fiscal 2002, of
which $0.1 million will expire in fiscal 2003. The
remaining $1.8 million of credit carryforwards expire
at various dates in fiscal 2004 through fiscal 2011,

13. Minority Interest in Subsidiary

Sumitomo Metal Industries, Ltd. Of Osaka, Japan
(Sumitomo) owns 20% of the issued and outstand-
ing common stock and all of the non-cumulative,
non-voting 6% preferred stock of the Company’s
subsidiary, SMSC Japan. This subsidiary, formerly
known as Toyo Microsystems Corporation, was
renamed Standard Microsystems K.K. in March
2002, and is now doing business as SMSC Japan.

The Company and Sumitomo have agreed to
declare a preferred dividend if SMSC Japan should
realize net income of at least five times the total
amount of preferred dividends which would be
payable on all preferred stock then outstanding.
The annual preferred dividend would be egual to
6% of the subscription price of 2.16 billion yen, or
approximately $1.0 million, at an exchange rate of
130 yen per dollar. No such dividends have as yet
been declared. In the event that a third party
acquires a majority of the outstanding common
stock of the Company, Sumitomo has the option to
require the Company to purchase Sumitomo’s interest
in SMSC Japan.

14. Commitments and Contingencies

Compensation

Certain executives and key employees are
employed under separate agreements terminating on
various dates through fiscal 2003. These agreements
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provide, among other things, for annual base salaries
totaling $0.7 million in fiscal 2003.

Leases

The Company and its subsidiaries lease certain
facilities and equipment under operating leases. The
facility leases generally provide for the lessee to pay
taxes, maintenance, and certain other operating
costs of the leased property.

The Company also leases certain equipment
under long-term capital leases, some of which
include options to purchase the equipment for a
nominal cost at the termination of the lease.

At February 28, 2002 future minimum lease pay-
ments for non-cancelable lease obligations are as
follows (in thousands):

Capital Operating
Leases Leases
2003 $ %40 $1,171
2004 ’ 205 789
2005 — 529
2006 — 261
2007 — 175
Thereafter — 262
Total minimum lease payments 1,145 $3,187
Less: amount representing interest 55
Present value of minimum
lease payments 1,090
Less: current obligation 890
Long-term obligation $ 200

Included within property and equipment are
the following assets held under capital leases
(in thousands):

As of February 28, 2002 j 2001

Machinery and equipment $4,709 || $4,676

Less: accumulated depreciation (3,265) (2,509)
$ 1,444 $2,167
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Total rental expenses for all operating leases was
$1.8 million, $1.9 million and $1.7 million in fiscal
2002, 2001 and 2000, respectively.

The Company leases certain of its buildings and
related improvements to outside parties under non-
cancelable operating leases. At February 28, 2002,
the cost and accumulated depreciation of the leased
buildings were $22.3 million and $19.1 million,
respectively.

Future minimum rental income under operating
leases for the next five fiscal years, excluding $1.0
million of rental income through fiscal 2005 from
one party currently in default, for which future col-
lection is uncertain, is as follows (in thousands):

Rental
Income
2003 $ 376
2004 398
2005 421
2006 445
2007 471
2008 and thereafter 1,723
$3,834

Litigation

The Company is subject to various lawsuits and
claims in the ordinary course of business. While the
outcome of these matters cannot be determined,
management believes that their ultimate resolution
will not have a material effect on the Company’s
operations or financial position.

In October 2000, Standard Microsystems Corpo-
ration was named as a defendant, along with severaf
other semiconductor suppliers, in a patent infringe-
ment lawsuit filed by U.S. Philips Corporation in the
United States District Court for the Southern District of
New York (U.S. Philips Corporation v. Analog Devices,
Inc., et al., Case Number 00 CIV. 7426). The Complaint
filed in the suit alleged that some of the Company’s
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products infringe one Philips patent, and was seek-
ing injunctive relief and unspecified damages.

In November 2001, the Company and Philips
agreed to settle the dispute and to file a joint
motion to dismiss all claims. As part of the settle-
ment, the parties have entered into a non-exclusive
licensing agreement under which SMSC is a licensee
of the previously disputed Philips’ patent rights.

In October 1997, the Company sold an 80.1%
interest in SMC Networks, Inc., a then-newly
formed subsidiary comprised of its former local area
networking division, to an affiliate of Accton
Technology Corporation (Accton). In consideration
for the sale, the Company received $40.2 million in
cash, of which $2.0 million was placed in an escrow
account, scheduled for release in January 1999, to
secure the Company’s indemnity obligations under
the agreement. The Company’s 19.9% minority
interest in SMC Networks, Inc. is carried at a cost of
$8.5 million within Other assets on the accompany-
ing Consolidated Balance Sheets.

In December 1998, Accton notified the Company
and the escrow agent of Accton’s intention to seek
indemnification and damages from the Company in
excess of $10.0 million by reason of alleged misrep-
resentations and inadequate disclosures relating to
the transaction and other alleged breaches of
covenants and representations in the related agree-
ments. Based upon those allegations, the escrow
account was not released to the Company as sched-
uled in January 1999. In January 1999, SMSC filed
an action in the Supreme Court of New York (the
Action) against Accton, SMC Networks, Inc. and
other parties, seeking the release of the escrow
account to the Company on the grounds that
Accton’s allegations are without merit, and seeking
payment of approximately $1.6 million (the majority
of which is included within Other assets on the




Company’s Consolidated Balance Sheets at February
28, 2002 and 2001) owed to the Company by SMC
Networks, Inc. In November 1999, the Court issued
an order staying the Action and directed the parties
to arbitration under the arbitration provisions of the
original transaction agreements. The parties are pro-
ceeding with arbitration and, in July 2000, the
Company asserted various claims against Accton
and its affiliates, including claims for fraud, improper
transfer of profits, mismanagement, breach of fidu-
ciary duties and payment default.

The Company remains confident that it negoti-
ated and fully performed its obligations under the
Agreements with Accton in good faith and consid-
ers the claims against it to be without merit. The
Company is vigorously defending itself against the
allegations made by Accton and, although it is not
possible at this time to assess the likelihood of any
liability being established, expects that the outcome
will not be material to the Company. Furthermore,
the Company is pursuing recovery of damages and
other relief from Accton pursuant to the Company’s
claims, but the likelihood of any such recovery also

cannot currently be established.

15. Benefit and Incentive Plans

Incentive Savings and Retirement Plan

The Company maintains a defined contribution
Incentive Savings and Retirement Plan (the Plan)
which, pursuant to Section 401(k) of the Internal
Revenue Code, permits employees to defer taxation
on their pre-tax contributions to the Plan.

The Plan permits employees to contribute up to
15% of their earnings, through payroll deductions,
based on earnings reduction agreements. The
Company makes matching contributions to the Plan
in the form of SMSC common stock. In fiscal 2002,
the Company’s matching contribution to the plan
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was increased to two-thirds of the employee’s
contribution, up to 6% of the employee’s earnings.
In prior fiscal years, the Company matched one-half
of the employee’s contributions, up to 6% of the
employee’s earnings. The Company's matching
contributions to the Plan totaled $0.9 million,
$0.7 million and $0.6 million in fiscal 2002, 2001
and 2000, respectively.

Since July 2000, common stock for the Com-
pany’s matching contributions to the Plan has been
purchased in the open market. Previously, newly-
issued common stock was contributed to the Plan
from authorized reserves. Since its inception,
1,279,000 shares of the Company’s common stock
have been contributed to the Plan.

As of February 28, 2002, 294 of the 366
employees who had satisfied the Plan’s eligibility
requirements to participate were making contribu-
tions to the Plan.

Employee Stock Option Plans

Under the Company’s stock option plans, the
Compensation Committee of the Board of Directors
is authorized to grant stock options to purchase up
to 5,381,000 shares of common stock. The purpose
of these plans is to promote the interests of the
Company and its shareholders by providing officers
and key employees with additional incentives and
the opportunity, through stock ownership, to
increase their proprietary interest in the Company
and their personal interest in its continued success.
Options are granted at prices not less than the fair
market value on the date of grant. As of February
28, 2002, 1,318,000 shares of common stock were
available for future grants.
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Stock option plan activity is summarized below (shares in thousands):

Weighted Weighted Weighted
Fiscal 2002 Average Fiscal 2001 Average Fiscal 2000 Average
Shares Exercise Price Shares Exercise Price Shares Exercise Price
Options outstanding,

beginning of year 3,500 $12.97 2,510 § 9.10 1,370 $9.18
Granted 1,138 13.95 1,581 16.11 1,767 8.95
Exercised (175) 9.49 (287) 8.98 (237) 8.92
Canceled or expired (400) 14.86 (304) 10.38 (390) 8.75
Options outstanding, end of year 4,063 $12.52 3,500 $12.17 2,510 $9.10
Options exercisable 1,110 $11.40 565 $ 9.54 359 $9.27

The following table summarizes information relating to currently outstanding and exercisable options as of
February 28, 2002 (shares in thousands):
Weighted Average

Range of Remaining Life Options Weighted Average Options Weighted Average
Exercise Prices (in years) Qutstanding Exercise Price Exercisable Exercise Price
$ 6.25-% 8.75 7.04 910 $ 7.50 296 $ 7.62
$ 8.81-312.58 7.48 885 10.63 395 9.88
$12.63-$14.09 8.28 1,013 13.79 262 13.83
$14.19-317.34 8.95 - 880 15.18 60 16.07
$17.38-3$25.13 8.63 375 19.43 97 19.67
4,063 1,110
As allowed under the provisions of SFAS No. 123, net income (loss) per share would have been the pro

Accounting for Stock-Based Compensation, the forma amounts indicated below (in thousands,
Company applies APB Opinion No. 25 and related except per share data):

interpretations to accounting for the stock options For the years ended
February 28 or 29, 2002 N 2001 2000

awarded under these plans. Accordingly, no com-

pensation cost has been recognized for these stock Net income (loss):
As reported $5,911 | $26,929 34,669

options. Had compensation cost for these plans
Pro forma (142) 22,529 2,320

been recorded consistent with the provisions of
Diluted net income

SFAS No. 123, the Company’s net income (loss) and

(loss) per share:
As reported $035 |$ 157 $029
Pro forma (0.01) 1.31 0.15




The fair value of each option grant is estimated
on the date of grant using the Black-Scholes option-
pricing model with the following weighted average
assumptions:

For the years ended

February 28 or 29, 2002 ’" 2001 2000
Dividend yield — — —
Expected volatility 63% 4% 63%
Risk-free interest rates 4.17% || 4.62% 6.64%
Expected lives (in years) 4 4 4

The weighted average Black-Scholes values of
options granted in fiscal 2002, 2001, and 2000
were $7.57, $8.57, and $5.00, respectively. The val-
ues produced by this mode! are limited by the inclu-
sion of highly subjective assumptions, which greatly
affect the calculated values.

Director Stock Option Plan

Under the Company’s Director Stock Option Plan,
non-gualified options to purchase common stock
may be granted to directors at prices not less than
the market price of the shares at the date of grant.
At February 28, 2002, the expiration dates of the
outstanding options range from July 6, 2002 to July
11, 2011, and the exercise prices range from $8.50
to $20.25 (average $12.61) per share.
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The following is a summary of activity under the
Director Stock Option Plan over the past three fiscal
years (in thousands):

For the years ended
February 28 or 29, 2002 [ 2001 2000
Shares under option,

beginning of year 213 || 218 228
Options granted during the year 48 50 67
Options canceled or terminated — — (77)
Options exercised — (55) —
Shares under option, end of year 261 213 218

— ————————

Options exercisable, end of year 247 188 168
Shares available for future grants,

end of year 194 — 32

Director Deferred Compensation Plan

The Company has a deferred compensation plan
for its non-employee directors, which permits eligible
directors to defer 50% or 100% of their basic annual
compensation, which is otherwise paid in cash. During
fiscal 2001, the plan was modified to require deferral
of at least 50% by all plan participants. Under this
plan, an unfunded account is established for each par-
ticipating director, which is credited with equivalent
units of the Company’s common stock on the first day
of each quarter. These equivalent units track the eco-
nomic performance of the underlying stock, but carry
no voting rights. The deferred compensation earned
under this plan is payable when the participant leaves
the Company’s Board of Directors, for any reason, and
is paid in either common stock or an equivalent
amount of cash, at the election of the participant.
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The following is a summary of the activity under this plan (units in thousands):

For the vyears ended February 28 or 29, 2002 " 2001 2000
Common stock equivalent units, beginning of year 25 23 19
Common stock equivalent units earned during the year 6 6 10
Common stock distributed during the year — 4) ()
Common stock equivalent units, end of year 31 L 25 23
Common stock equivalent units available, end of year 62 75 71

Range of common stock prices used to calculate
common stock equivalent units

{

$9.73-$17.10 \ﬂ4.38—$20.25 $7.25-$11.13

Restricted Stock Bonus Plan

The Company maintains a Restricted Stock Bonus
Plan, which provides for common stock awards to
certain officers and key employees. Awards granted
under the plan are typically earned in 25%, 25%
and 50% increments on the first, second and third
anniversaries of the award, respectively. The shares
granted are distributed provided the employee has
remained employed by the Company through such
anniversary dates; otherwise the unearned shares
are forfeited. The market value of these shares at
the date of award, net of cancellations, is recorded as
compensation expense ratably over the three-year
periods from the respective award dates. Through
February 28, 2002, 161,000 shares, net of cancella-
tions, have been awarded under this plan, of which
100,000 remain unearned as of February 28, 2002.
Deferred compensation expense of $1.4 million
associated with these unearned shares is reported
as a reduction of Additional paid-in capital on the
February 28, 2002 Consolidated Balance Sheet.
Compensation expense for this plan was $0.5 mil-
fion, $0.4 million and $0.3 million in fiscal 2002,
2001 and 2000, respectively.

46

Retivement Plans

In October 2000, the Board of Directors termi-
nated all additional benefits for active non-
employee directors under its Directors Retirement
Plan, other than those benefits already earned,
effective in January 2001. Affected directors were
offered the opportunity to retain their vested retire-
ment benefit, or to exchange that retirement bene-
fit for a restricted stock grant. In January 2001, a
combined 28,000 shares of restricted common
stock valued at $0.6 million were granted to certain
directors in exchange for their respective benefits
under the Directors Retirement Plan. Those directors
who chose to retain their retirement benefits, as
well as all retired non-employee directors, will con-
tinue to receive benefits under the terms of the
original plan, as modified. The annual retirement
benefit is equal to the annual retainer in effect at
the date of retirement or December 31, 2000,
whichever is earlier, for a period equal to the lesser
of the director’s years of service through December
31, 2000 or ten years. Following the completion of
all payments to current participants, the Directors
Retirement Plan will terminate.




The Company maintains an unfunded Supplemental Executive Retirement Plan to provide senior management
with retirement, disability and death benefits. The Plan’s retirement benefits are based upon the participant’s
average compensation during the three-year period prior to retirement. The Company is the beneficiary of life
insurance policies that have been purchased as a method of partially financing these benefits. Based upon the
latest available actuarial information, the following table sets forth the components of the Plan’s net periodic
pension expense, the Plan’s funded status and the assumptions used in determining the present value of
benefit obligations (dollars in thousands):

For the years ended February 28 or 29, 2002 N 2001 2000
Service cost—benefits earned during the year $ 71 $ 80 3 31
Interest cost on projected benefit obligations 346 339 378
Net amortization and deferral 244 244 245
Net periodic pension expense $ 658 T $ 663 $ 654
As of February 28 or 29, 2002 '| 2001 2000
Actuarial present value of:

Vested benefit obligation $ 4,555 $3,975 $ 3,868

Nonvested benefit obligation 287 130 126
Accumulated benefit obligation 4,842 4,105 3,994
Effect of projected future salary increases 1,228 803 803
Projected benefit obligation 6,070 4,914 4,797
Unrecognized gain or (loss) (379) 565 465
Unrecognized net transition asset {1,715) (1,961) (2,206)
Additional minimum liability 867 587 938
Accrued pension cost $ 4,843 $4,105 $ 3,994

Assumptions used in determining actuarial present value of
benefit obligations:

Discount rate 6.00% 7.25% 7.25%
Weighted average rate of compensation increase ) 7.00% 7.00% 7.00%

Executive Incentives 16. Industry Segment, Geographic, Customer
The Company’s Board of Directors has provided and Supplier Information

that certain executives receive incentive compensation
Industry Segment

based upon certain revenues, earnings and other . .
The Company operates predominantly in one

erformance measures. Incentive compensation of ) . L .
P € entv pensat industry segment in which it designs, develops and
$0.8 million, $0.9 million and $0.8 million was

markets semiconductor integrated circuits for the
earned in fiscal 2002, 2001 and 2000, respectively.

personal computer, peripheral and embedded sys-
tems marketplaces.
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Geographic Information

The Company's domestic operations include its
worldwide revenues, exclusive of some of its rev-
enues from customers in Japan, and most of its
'operating expenses. The majority of the Company’s
revenues and operating profits from customers in
Japan are recorded by SMSC Japan. The Company
conducts various sales and marketing operations
outside of the United States through SMSC lJapan,
and through subsidiaries in Europe and Asia.

The Company’s long-lived assets include net
property and equipment, and other long-lived assets.
The vast majority of the Company’s net property and
equipment is located in the United States. Included
within other long-lived assets is an equity invest-
ment in Singapore-based Chartered Semiconductor
Manufacturing Ltd. valued at $10.0 million as of
February 28, 2002.

Export Sales
The information below summarizes sales to unaffil-
iated customers by geographic region (in thousands):

For the years ended

February 28 or 29, 2002 M 2001 2000

North America $ 42,913 $ 37,750 $ 31,495

Asia and Pacific Rim 106,123 101,039 100,889

Europe 10,157 24,240 20,383

Rest of World 105 399 480
$159,298 $163,428 $153,247

Significant Customers

During fiscal 2002, 2001 and 2000, the Company
had two customers whose purchases represented a
significant portion of the Company’s revenues in
certain fiscal years. Revenues from one customer
represented 29.0% in fiscal 2002 and 11.2% in fis-

cal 2001 of the Company's revenues for those

48

respective fiscal years. Revenue from a second cus-
tomer represented 15.2% in fiscal 2002 and 14.5%
in fiscal 2000 of the Company’s revenues for those
respective fiscal years. No other customer repre-
sented more than 10% of the Company's rev-

enues in these fiscal years.

Significant Suppliers

The Company does not operate a wafer fabrica-
tion facility. Two independent foundries in Asia cur-
rently supply substantially all of the Company's
devices in current production. In addition, substan-
tially all of the Company’s products are assembled
by one of four independent subcontractors in Asia.

Concentrations of Credit Risk -

The Company sells its products to personal com-
puter and electronic equipment manufacturers and
their subcontractors, and to electronic component
distributors, and maintains individually significant
accounts receivable balances from several of its
larger customers. One customer accounts for $7.5
million of the Company’s accounts receivable as of
February 28, 2002. The Company performs credit
evaluations of its customers’ financial condition on a
regular basis and although the Company generally
requires no collateral, prepayments or letters of
credit may be required from its customers in certain
circumstances. Reserves for estimated credit losses
are maintained and actual losses were not signifi-
cant for all years presented.

The Company invests it cash, cash equivalents
and short-term investments in a variety of financial
instruments and, by policy, seeks to limit the credit
exposure on these investments through diversifica-
tion and by restricting the investments to highly-
rated securities.




17. Quarterly Financial Data (unaudited)
(in thousands, except per share data)

Quarter ended May 31 Aug. 31 Nov. 30 Feb. 28
Fiscal 2002
Product sales $30,510 $30,120 $34,644 $33,254
Licensing revenues 326 269 29,970 205
$30,836 $30,389 364,614 $33,459
Gross profit 11,776 12,183 40,299 13,776
Operating income (loss) {4,512) (3,039) 13,591 338
Income (loss) from continuing operations {1,624) {869) 9,195 773
Loss from discontinued operations (245) {307) (116) (896)
Net income (loss) ’ {1,863) {1,176) 9,079 {123)
Basic net income (loss) per share
income (loss) from continuing operations $ (0.10) $ {005 $ 057 § 0.5
Loss from discontinued operations (0.02) (0.02) {0.01) {0.08)

$ (0.12) $ (0.07) $ 056 $ (0.00)

Diluted net income (loss) per share
Income (loss) from continuing operations -$ (010} $ (0050 $ 0.56 $ 0.04
Loss from discontinued operations {0.02) (0.02) 0.01) {0.05)

$ (0.12) § (0.07) $ 0.55 § (0.00)

Average shares outstanding

Basic net income (loss) per share 16,102 16,107 16,071 16,018
Diluted net income (loss) per share 18,102 16,107 18,525 17,070
Market price per share
High $ 17.00 $ 17.30 $ 13.82 $ 19.75
Low 12.06 11.79 8.50 12.94
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Quarter ended May 31 Aug. 31 Nov. 30 Feb. 28
Fiscal 2001
Product sales $37,774 $45,440 $46,616 $32,178
Licensing revenues 445 457 314 204
$38,219 $45,897 $46,930 $32,382
Gross profit 15,739 18,573 19,428 13,028
Operating income (loss) 125 1,328 1,277 (3,911)
Income from continuing operations 2,419 17,454 2,212 79
Gain on sale of discontinued operation 4,765 — — —
Net income 7,184 17,454 2,212 79
Basic net income per share
Income from continuing operations $ 015 $ 1.10 $ 0.14 3 —
Gain on sale of discontinued operation 0.30 — — —
$ 045 $ 110 $ 014 $ -
Diluted net income per share
Income from continuing operations $ 014 $ 1.03 $ 013 $ —
Gain on sale of discontinued operation 0.29 — — —
$ 043 $ 1.03 $ 013 $ -
Average shares outstanding
Basic net income per share 15,799 15,878 15,983 16,044
Diluted net income per share 16,668 16,98¢ 17,574 17,485
Market price per share
High $ 1575 $ 19.00 § 27.88 $ 20.38
Low 11.81 12.75 17.81 14.00

The Company’s common stock is traded in the
over-the-counter market under the Nasdag symbol:
SMSC. Trading is reported in the Nasdag National
Market®. There were approximately 781 holders
of record of the Company's common stock at
April 4, 2002.
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The present policy of the Company is to retain
earnings to provide funds for the operation and
expansion of its business. The Company has never
paid a cash dividend, and does not expect to pay
cash dividends in the foreseeable future.




Report of Independent Auditors

To Standard Microsystems Corporation:

We have audited the accompanying consolidated
pbalance sheets of Standard Microsystems Corpora-
tion (a Delaware corporation) and subsidiaries as of
February 28, 2002 and 2001, and the related con-
solidated statements of operations, shareholders’
equity and cash flows for each of the three years
in the period ended February 28, 2002. These finan-
cial statements are the responsibility of the

Company's management. Our responsibility is to

express an opinion on these financial statements
based on our audits.

We conducted our audits in accordance with
auditing standards generally accepted in the United
States. Those standards require that we plan and
perform the audit to obtain reasonable assurance
about whether the financial statements are free of
material misstatement. An audit includes examining,
on a test basis, evidence supporting the amounts
and disclosures in the financial statements. An audit

also includes assessing the accounting principles
used and significant estimates made by manage-
ment, as well as evaluating the overall financial
statement presentation. We believe that our audits
provide a reasonable basis for our opinion.

In our opinian, the financial statements referred
to above present fairly, in all material respects,
the financial position of Standard Microsystems
Corporation and subsidiaries as of February 28,
2002 and 2001, and the results of their operations
and their cash flows for each of the three years in
the period ended February 28, 2002, in conformity
with accounting principles generally accepted in
the United States.

New York, NY
April 4, 2002
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1-6-4, Ohsaki, Shinagawa-Ku

Tokyo 141-0032
Japan

Phone: 011-81-3-5487-0481
Fax: 011-81-3-5487-0490

*Japanese subsidiary
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Standard Microsystems Corporation
80 Arkay Drive
P.O. Box 18047
Hauppauge, New York 11788-8847
Phone: 631-435-6000 fFax: 631-273-5550
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